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CPA HANDBOOK 


A Practical Guide to the Professional 
Services and Internal Administration 
Of a Public Accounting Practice 


THE CPA HANDBOOK, recognized as one of the outstanding 
achievements in modern accounting literature, has now been republished 
in a permanently bound, two-volume edition. This new edition offers all 
of the original material except the reprints of Institute pamphlets and 
Duties of Junior and Senior Accountants. 


Thousands of successful practitioners, teachers and students now use 
the CPA HANDBOOK as a guide to efficient administrative procedures 
in the public accounting office as well as a key to professional services. 
Each of the book’s 25 sections is the work of a specially qualified expert 
and much of the material is based on information received from hundreds 
of seasoned practitioners. 


You will find that the CPA HANDBOOK covers every area of the 
public accountant’s interests and activities. It gives practical answers to 
all of the major questions likely to come up in a small or medium-sized 
practice and at the special price, this new edition is a “must” for every 
practitioner as well as the student who is planning a career in public 
accounting. 


TWO VOLUMES $12.50 


Write for a free copy of our new catalogue and 
information about educational discount rates. 


American Institute 
of Accountants 
270 Madison Avenue 
New York 16, N.Y. 
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The Accounting Review 


VOL. XXXI JULY, 1956 NO. 3 


THE NEW INTERNAL REVENUE 


| ACT AND THE PROSPERITY 
OF THE ECONOMY* 


Report transmitted to the Congress in 
January, 1954, contained a chapter 
on “Reforming the Tax Structure.”! This 


EISENHOWER’S Economic 


{ included a section entitled ‘“Encourage- 
ment of Enterprise and Employment.” 
Six proposals were set forth. Five of them, 


with modification, became a part of the 
1954 Internal Revenue Code. The major 
purpose of this paper is to examine these 
five features to determine what they offer 
as devices to stimulate enterprise, employ- 
ment, and prosperity. 

The five features are: 

First: The extension to two years (in- 
, stead of one) of the carry-back for net 
business losses. 

Second: The modifications in the taxa- 
tion of dividend income received by indi- 
viduals, 

Third: The provisions for accelerated 
depreciation. 

Fourth: Provisions for deduction of re- 
search and development expenditures. 

Fifth: The relaxation of provisions re- 
lating to the taxation of undistributed 
earnings of corporations. 


* This paper was presented at the annual meeting of 
The American Accounting Association, Philadelphia, 
September 1, 1955. 

‘ Economic Report of the President Transmitted to the 
Congress January 28, 1954 (Washington: U. S. Govern- 
ment Printing Office, 1954), pp. 77-82. 
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(A sixth recommendation proposing 
certain changes in the taxation of income 
from foreign investments was not enacted.) 


EXTENSION OF THE NET OPERATING 
LOSS CARRY-BACK 


The extension of the net operating loss 
carry-back from one to two years is the 
first change to be considered. It is intended 
(as are the others) to operate as an incen- 
tive to business expansion. This particular 
feature offers potential tax savings to 
mitigate the financial consequences of an 
unprofitable venture or undertaking. The 
advantage of a two-year, rather than a 
one-year, carry-back is that an individual 
or corporation, having just completed an 
unprofitable year and facing an uncertain 
future, might be loath to undertake some 
new and risky venture if there were no 
way in which some tax benefit could be 
salvaged in the event of failure. If, how- 
ever, an earlier profitable year was within 
the backward reach of this provision of 
the law, the incentive aspect would be 
maintained. The 1954 Act extends this 
backward reach one year. There is some 
indication that this change may be ex- 
pected particularly to benefit small busi- 
nesses. 

Apart from the possible incentive value 
of this change, it continues and slightly 
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strengthens the virtue of the predecessor 
provision as a taxable-income-averaging 
device. I suspect that we accountants are 
predisposed in favor of such provisions. 
We have reason to know that estimation 
and uncertainty usually surround the 
calculation of business income on an an- 
nual basis. 

It is not easy to judge the extent of 
possible beneficial effects on the economy 
of this provision or, for that matter, of any 
of these changes. Early in the study and 
meditation preceding the preparation of 
this paper, I recognized the futility of at- 
tempting any statistical analysis of the 
effects of any and all provisions of the new 
law upon the prosperity of the economy. 
Too many interacting economic, social, 
and political factors are involved to make 
it possible to isolate the effect of any one, 
or of all of them together. 

If it were necessary—and I am sure it is 
not—impressive evidence could be pre- 
sented to prove the contention that the 
year that has followed the enactment of 
the 1954 Internal Revenue Code has been 
@ prosperous one. I have at hand a recent 
issue of the government publication called 
Economic Indicators? (Doubtless it is fa- 
miliar to many of you.) Numerous pages of 
charts and tables of economic activity col- 
lectively sustain the assertion that the na- 
tion is enjoying prosperity. 

It would clearly be folly, however, to at- 
tempt to say how much of our economic 
well being has been due to the new tax 
law, much less any particular part of it. 
However, it is interesting to speculate on 
the possible force that these statutory 
changes can exert, both under present 
conditions and under conditions of reces- 
sion, or even depression. 

It seems reasonable to conclude that 
under prosperous conditions and with rela- 

? Prepared for the Joint Committee on the Economic 
Report by the Council of Economic Advisers. Published 


monthly by the U. S. Government Printing Office, 
Washington. 
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tively high tax rates, the extension of the 
net-operating-loss carry-back from one to 
two years may indeed offer some incentive 
to business venturesomeness. Under these 
conditions it might add a few ounces of 
thrust toward business expansion. It 
might even be helpful in counteracting 
slight recessionary forces. It may serve to 
reduce the number of business failures, 
and, accordingly, tend to retard the cumu- 
lative process of contraction. 

However, if business profits and, hence, 
taxes on them are low and declining, or if, 
heaven forbid, we should get into a depres- 
sion on the order of that in the early and 
middle thirties, it is hard to believe that 
this feature of the law could do much, if 
anything, to promote an upturn. 


THE DIVIDEND-CREDIT PROVISIONS 


The second feature of the new law to be 
considered—the dividend-credit provisions 
—has interesting and controversial as- 
pects. This change in the system is offered 
as a step in the direction of removing that 
much-hissed villain, double taxation of 
corporate earnings. However, there ap- 
pears to be a feeling on the part of many, 
perhaps most, economists that this villain 
is only a ghost or, at least, is not as bad as 
widely supposed. The central issue is 
whether the burden of corporate income 
taxes can be shifted. This has been a sub- 
ject of extensive investigation by econo- 
mists. Apparently, the last word on the 
subject has yet to be said. A variety of 
factors enter into consideration such as 
the nature of the business and the type of 
demand it faces, the economic conditions 
prevailing at a given time, and various 
others. A very generalized conclusion is 
that, in many cases, at least a part of the 
burden of corporate income taxes can be 
shifted. 

To the extent that corporate income 
taxes cannot be shifted, double taxation is 
present. This is a matter of equity. Pre- 
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sumably, prosperity and the common 
good could not long be promoted by a 
tax that was, essentially, unfair. Two ques- 
tions arise: (1) How severe was the in- 
equity of double taxation? and (2) Does 
the new dividend-credit provision at least 
partially remove an element of real or 
imagined inequity in the previous law? 

Some light on both of these questions 
has been shed by Daniel M. Holland of the 
National Bureau of Economic Research, 
in a report presented at the meeting of the 
American Economic Association last De- 
cember, concerning some of the findings of 
his organization.*? Starting with the as- 
sumption that the corporate income tax 
cannot be shifted, the analysis contrasts 
the tax burden on corporate earnings to 
stockholders in various income-classes 
when both the corporation is taxed on 
earnings and the stockholders on divi- 
dends, with the burden that would result 
if each stockholder were taxed on his dis- 
tributive share of the corporate income 
(the partnership method). The conclusion 
was that stockholders in the lower in- 
come levels were heavily overtaxed, the 
degree of double taxation diminishing as 
the stockholder-income level increased. 

This analysis went on to examine the 
effect of the new dividend-credit provi- 
sions. Evidence was offered to show that 
the new provisions afford the greatest de- 
gree of relief from double taxation where it 
is needed most: at the lower end of the in- 
come scale. However, from about the 
$15,000 level on up, the less the relief is 
needed, the more it is given. 

If this analysis is correct, the new divi- 
dend-credit provisions only partially re- 
move the inequity of double taxation. It 
might be argued, however, that those with 
the most to invest are securing an incen- 
tive that, even if not entirely justified on 


* Daniel M. Holland, “The Differential Tax Burden 


on Stockholders,” American Economic Review, May, 
1955, p. 415. j 
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the grounds of equity, could be condoned 
as conducive to prosperity by stimulating 
the flow of risk capital. 

Still another aspect of the problem is 
the effect of income taxes on incentives. 
Professor J. Keith Butters of Harvard re- 
porting on the results of some studies in 
which he participated, indicates that 
taxes, by themselves, have not been a 
substantial deterrent to incentives to in- 
vest. It was found that taxes have been a 
greater restriction on capacity to invest 
than on incentive, and that taxes have 
more effect on how a thing is done than if 
it is to be done.‘ 

Three conclusions as to the possible 
contribution of the dividend-credit feature 
to the prosperity of the economy are of- 
fered: 

(1) An attribute of the tax system wide- 
ly considered to have been inequitable 
has been partially removed. The precise 
extent to which the inequity existed and 
the extent to which it has been removed 
are not certain. 

(2) The relative attractiveness of cor- 
poration stock to investors has been im- 
proved. This is likely to make equity fi- 
nancing easier. This, in turn, may be ex- 
pected to increase ratios of owned to bor- 
rowed capital. Whenever such a shift oc- 
curs, the business involved becomes better 
able to withstand economic reverses. 
Business failures may be fewer. 

(3) It is hard to believe, however, that 
this provision of the 1954 Act could be a 
major factor in preventing a depression, or 
in starting a recovery at a time when cor- 
porate earnings were small, dividends 
meager, and the outlook cloudy. 


ACCELERATED-DEPRECIATION PROVISIONS 
The third of the quintette of changes 
being considered, the section of the 1954 


4J. Keith Butters, “Taxation, Incentives, and 
Financial Capacity,” American Economic Review, May, 
1954, p. 504. 
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Act relating to depreciation, is another 
many-sided issue. This feature, like the 
other changes, is offered as an incentive— 
in this case an incentive to stimulate in- 
vestment in new depreciable assets. Pre- 
sumably, the opportunity to write off a 
large share of the cost of such property for 
tax purposes in a relatively short time re- 
duces the risk of making such investments. 
The prospect of “getting your money 
back”’ before paying taxes is calculated to 
be an attractive one to managements and 
the equity investors they represent. These 
provisions are a move in this direction. 

Several aspects must be weighed in judg- 
ing whether this change in the law will ac- 
complish its purpose, as well as whether 
the purpose is sound. If one starts with the 
premise that business-income measure- 
ment is an accounting matter, and that 
taxable income should be determined in 
accordance with the best accounting stand- 
ards and principles, the question arises as 
to whether reducing-charge, in contrast to 
straight-line, depreciation is generally 
sound accounting. In this case that would 
mean: Is reducing-charge depreciation, in 
general, a proper way to allocate the cost 
of long-lived assets to the periods bene- 
fited? Certainly much can be said in favor 
of reducing-charge methods. As a means 
of counterbalancing increasing mainte- 
nance cost, and as a way of recognizing 
the possible or probable greater contribu- 
tion of a new asset to the income-produc- 
ing process, these methods are entitled to 
consideration, They seem to give deserved- 
ly-greater emphasis to the obsolescence 
factor. 

Whether reducing-charge depreciation 
will ever become as “accepted” as the 
straight-line method is a matter of opinion. 
I would judge that it may, though this is 
not to say that straight-line depreciation 
will be universally, or even widely, aban- 
doned. 

If reducing-charge depreciation is ac- 
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ceptable on accounting grounds, then this 
change in the statutes narrows the breach 
between so-called “good accounting” and 
the rules for computing taxable income. 

From another viewpoint, the accounting 
soundness of the change is a minor con- 
sideration. There are good reasons to 
maintain that the rules relating to the cal- 
culation of taxable income need not, 
should not, and/or cannot parallel the 
practices generally regarded as good in- 
come accounting. If this approach is 
adopted, then the depreciation features of 
the new act should be judged on the basis 
of their promise of success in accomplish- 
ing their avowed purpose of stimulating 
investment in depreciable assets. 

As incentive devices, several virtues 
are claimed for these provisions of the 
1954 Act. It is contended that a business 
adopting one of the allowed reducing- 
charge methods will gain certainly one, 
and possibly two, financial benefits. If the 
tax rates do not change over the years (an 
unlikely assumption), the use of reducing- 
charge depreciation with respect to a 
particular asset will reduce the income tax 
that must be paid in the early years of 
ownership and increase it in later years. 
Even though the total amount of tax paid 
would be the same, the deferment of part 
of the payment amounts to an interest- 
free loan from the government. 

There are some who maintain that a 
continually-expanding enterprise using ac- 
celerated depreciation gets more than just 
a tax deferment—that it will enjoy what 
amounts to a continuing effective tax-rate 
reduction. 

The suggestion has been advanced that 
this feature of the law will have a consider- 

5 See: Evsey D. Domar, “The Case for Accelerated 
Depreciation,” The Quarterly Journal of Economics, 
November, 1953, 93,1 Robert Eisner, “Depreciation 
Under the New Law, ” Harvard Business Review, 
Vol. 33 (January-February, 1955), p. 66; Richard 
Goode, “Accelerated Depreciation Allowance as a Stim- 


ulus to Investment,” The Quarterly Journal of Eco- 
nomics, May, 1955, p. 191. 
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able incentive effect on business people 
who consider the length of the so-called 
“pay-off period” in making investment de- 
cisions. Taking advantage of this pro- 
yision can shorten this period, reduce risk 
accordingly, and thus act as an incentive 
to investment.® 

It is also contended that the reluctance 
of business men to retire facilities is less 
when the units have a low book value. The 
discard of nearly- or completely-depre- 


_ ciated assets results in a small or no book 


loss. If reducing-charge depreciation is 
used, the book value of the properties is 
reduced faster and, it is claimed, reluc- 
tance to replace them is accordingly di- 
minished. 

Business men who think in those terms 
are obviously not the product of our uni- 
versity schools, colleges, and departments 
of business administration. Our enlight- 
ened graduates know that past costs are 
not to be considered in making investment 
decisions. However, the fact that an idea 
is unsound may not reduce its influence. 
If misunderstanding is retarding asset re- 
placement, perhaps an indirect remedy is 
to use reducing-charge depreciation. To be 
effective, an incentive must appeal to 
what a person does think, not to what he 
should think. 

The desire to increase investment in 
capital goods rests upon the proposition 
that this is the best, or at least a very good 
place to stimulate the economy. I find 
that this conviction appears to be an 
article of faith among most denominations 
of economists. Gross national product can 
be enlarged by expanding consumption, 
government spending, or investment. An 
important type of investment is adding to 
the stock of plant and equipment. If a high 
level of economic activity is already pres- 


* Goode (0. cit.) treats this feature in some detail 
and points out that the longer loss-carry-back provision 
of the new law is similar to the accelerated-depreciation 
provision in reducing the disincentive effects of a long 
depreciation period. 
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ent, a dollar spent in increasing productive 
facilities apparently can have greater 
direct and repercussive influence as an ex- 
pansionary force than a dollar used in al- 
most any other way. This dollar adds to 
the supply of producers goods, but finds its 
way into the hands of people who want to 
buy consumers goods. There is, then, an 
added demand for the latter not immedi- 
ately matched by an increase in their sup- 
ply. I believe that, in the jargon of econo- 
mists, this is called the “multiplier” effect. 

The economic stimulation expected to 
result from these several features of the 
new Act is essential from a government- 
revenue standpoint apart from the social 
benefits intended. In the case of all of these 
features, the corporate or individual tax- 
payer is offered a possible means of tax 
reduction—either temporary or a net re- 
duction in the effective rate paid. Assum- 
ing that the government has to have a cer- 
tain amount of revenue, anything lost by 
the operation of these new features must 
be made up in some other way. Making it 
up by a general increase in the tax rates to 
offset these selective savings might leave 
many taxpayers substantially where they 
were before. Others would suffer by a shift 
in the burden. Even if a reallocation of the 
total tax load made for greater equity and 
provided the same amount of revenue as 
before, the major purpose of the changes 
would not be realized. It is intended that 
the provisions will afford sufficient stimu- 
lus to cause more production, more sales, 
and more profits so that the same, or even 
lower, tax rates will provide as much 
revenue as before, and possibly more. 
These changes are really intended to cause 
individuals and corporations to pay more 
taxes, not less, while leaving these tax- 
payers better off—both absolutely and 
relatively—after taxes. 

It should be noted in passing that this 
accelerated-depreciation feature will not 
have a uniform impact, Its potential bene- 


his 
uch 
nd 
ng 
n- 
to 
al. 
t, 
he 
n- 
— 
of 
sis 
h- 
g 
es 
c 
$5 
e, 
n 
x 
f 
| 
t 
P | 
| 


354 


fits are greatest to the businesses whose 
relative stock of fixed assets is the largest. 
Furthermore there is reason to contend 
that this provision is relatively more im- 
portant for low-yield than for high-yield 
investments. 

So far, there is little evidence that this 
provision of the new law is engendering 
any enormous expansion of capital equip- 
ment. Available statistics and estimates 
indicate some increase in the rate of ex- 
penditures for plant and equipment, but 
not large enough to be startling. For sev- 
eral years the McGraw-Hill Publishing 
Company has been conducting annual 
surveys of the plant and equipment ex- 
penditure plans of American businesses. 
A comparison of the last few reports does 
not suggest that the new depreciation pro- 
visions are proving to be a tremendous 
stimulus.’ A recent survey conducted by 
the National Industrial Conference Board 
revealed that 45 per cent of the manufac- 
turing companies surveyed are changing 
their depreciation policies to take advan- 
tage of the new provision. About two thirds 
of the 75 companies that are making the 
change indicated that the shift in method 
will have no influence on their capital 
spending plans. Non-tax, long-run con- 
siderations appear to be more dominant 
factors in their decisions.® 

It is in order to wonder whether business 
men are yet convinced that the benefits of 
this provision are as great as is claimed. 

While it is difficult to deny that this 
feature of the law will probably have 
some, maybe considerable, force in stimu- 
lating plant and equipment expenditures 
when profits and taxes are both high and 
when there are future prospects for both 
high profits and high taxes, it is hard to 


7 Department of Economics, McGraw-Hill Publish- 
ing Company, “Business’ Plans for New Plants and 
Equipment, 1953-56,” “—1954-57,” “—1955-58.” 

8 “Depreciation Policies Under the 1954 Code.” The 
ere Board Business Record, February, 1955, p. 
0. 
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believe that this feature would have much 
influence under depressed conditions. It 
might make things worse: During a de. 
pression it might be advisable to postpone 
investments until the resulting larger de. 
preciation allowances could be used to off- 
set expected future profits. In a recent 
article, Professor Domar of Johns Hop. 
kins made that point, and adds the 
thought that “ .. . heavy amortization of 
investments during the boom will leave 
little depreciation to charge during the 
slump, and thus understate taxable profits 
in the first instance and overstate them in 
the second, with parallel and highly un- 
desirable movements of tax liabilities.” 


RESEARCH AND DEVELOPMENT 
EXPENDITURES 


The fourth feature of the new Act to be 
considered is the section relating to re- 
search and development expenditures. The 
new provisions give the taxpayer the 
choice as to whether to expense or capital- 
ize (and subsequently amortize) outlays 
for research and development. Once the 
method is chosen, however, there can be 
no change without permission. It is ex- 
pected that this provision may be of par- 
ticular benefit to small businesses. 

Research and development activities 
have an economic consequence of greater 
importance than might be supposed. 
Speaking to this point in a recent address, 
Dr. Niel H. Jacoby, said: 

““, . As research produces new scien- 
tific discoveries, and as science is applied 
to industry, new products are created, 
existing products are improved, and more 
efficient processes of production are de- 
veloped requiring new equipment. Scien- 
tific research and development is, there- 
fore, a great destroyer of the value of 
existing capital equipment, constantly 
eroding away apparent ‘excess capacity.’ 


® Domar, op. cit., p. 510. 
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The New Internal Revenue Act 


By the same token, it is a great creator of 
demand for new capital goods. Not only 
does it tend to enlarge plant and equip- 
ment expenditures; it tends to stabilize 
them through time. Suppose one firm in an 
industry cuts its costs by re-equipping 
and making use of a new process. It then 
is able to cut its prices and take sales 
away from its competitors. The other 
firms in that industry will now have to 
make large capital outlays, in order to take 
advantage of the new process and to pro- 
tect their positions in the market. For ex- 
ample, if petroleum company A produces 
high octane gasoline from a new refinery 
to meet the demands of motorists, then 
petroleum companies B, C, and D are 
likely to spend hundreds of millions of 
dollars on new refining equipment simply 
as a defensive measure to meet this threat 
to their market positions. , Technological 
change makes much capital spending by 
business compulsory, and not optional, in 
a very real sense. This process continues 
through good times and bad.’° 

The change in the law relating to deduc- 
tions for research and development ex- 
penditures and the accelerated-deprecia- 
tion provisions are not unrelated. Both 
are intended to promote expansion and 
improvement or replacement of capital 
equipment. If the result of expenditures 
for research and development is, as in- 
tended, the discovery of new products and 
new productive processes, this will make 
obsolete old equipment and _ facilities. 
Their replacement, presumably more read- 
ily undertaken because of the stimulus 
of accelerated-depreciation deductions, 
would bring about the desirable conse- 
quences that attend this type of expan- 
sion. 

Once again, however, the question must 
be asked: How much incentive value will 

” Neil H. Jacoby, “The Effect of Economic Policies 
on Plant and Equipment Expenditures,” Proceedings 


of the Seventh Annual Indusirial Engineering Institute, 
University of California, 1955, p. 57. 


355 


this change have in counteracting a reces- 
sion or stimulating a recovery? And once 
again, it is hard to conclude that the 
change can add more than another few 
ounces of forward thrust. The change may 
help maintain or slightly increase flying 
speed that was already adequate—it might 
help to delay a stall. But if important re- 
cessionary forces take command, the coun- 
teracting impetus of this feature is likely 
to be negligible. Like the change previ- 
ously considered, this one might serve to 
retard the recovery. 


TAXATION OF UNDISTRIBUTED EARNINGS 


The fifth, and last, of the specific pro- 
visions of the new Internal Revenue Act 
to be considered is the change in taxation 
of retained or accumulated earnings. This 
is a modification of the famous—or in- 
famous—old Section 102. The new law 
makes two changes: (i) a $60,000 ac- 
cumulated earnings credit is provided, 
and (2) the burden of proof as to the “un- 
reasonableness” of the accumulation is 
shifted from the taxpayer to the govern- 
ment. The first change is particularly in- 
tended to benefit small corporations and 
their stockholders. 

The expansionary-incentive aspect of 
this change of the law appears to rest upon 
the expectation that monies not distrib- 
uted as dividends will be invested in 
plant and equipment with the consequent 
succession of desirable results. This fea- 
ture, then, is a stable-mate of the accel- 
erated-depreciation and research and de- 
velopment provisions. 

This change appears to point up an in- 
teresting contrast in philosophies as to 
how economic activity and prosperity 
should be promoted. The original surtax 
on unreasonable accumulation of earnings 
was imposed primarily as a device to in- 
crease revenue either from the added tax 
itself or, more importantly, from taxes on 
more dividends that corporations would 
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pay to avoid the penalty tax. There was 
supposed to be a stimulating effect in all 
of this, however. Stockholder-consumers 
would have more money to spend and their 
spending would expand economic activity. 
The new law also aims to stimulate—but 
by the means of increasing expenditures 
for plant and equipment both through en- 
couraging corporations to use earnings for 
this purpose and by making equity financ- 
ing more attractive by the dividend- 
credit device. Whether these two ap- 
proaches are basically different, or whether 
the difference grows out of the differing 
economic atmospheres prevailing at the 
time each of them was introduced, is a 
question for the economic theorists to 
answer. 

Just exactly what the new provision 
will really amount to is hard to foretell. 
How vigorously will the government un- 
dertake to prove “‘unreasonable” accumu- 
lations? If cases get into the courts (as 
they probably will) what will be the ju- 
dicial interpretation of this new feature? 
Time will have to provide those answers. 

As a promoter of prosperity, this feature 
of the new Act is brother to the acceler- 
ated-depreciation and research and devel- 
opment provisions; all three offer incen- 
tives to expand plant and equipment 
expenditures. If that is the “way to do it”’ 
this change in the law is a proper one and 
consistent with the others whose aim is 
similar. The dark side of the picture is the 
realization that opportunity to accumu- 
late earnings is a dubious incentive if there 
are no earnings. 


SUMMARY AND CONCLUSIONS 


As a summary evaluation of these five 
features of the new Revenue Act as de- 
vices to maintain and encourage national 
prosperity, four observations are offered: 

(1) If these features are to operate ef- 
fectively, prosperous conditions must al- 
ready exist. Business profits must be high, 


and taxes relatively high. All that is of. 
fered in any case is the chance to reduce or 
postpone taxes by taking certain courses 
of action. The less the tax to be paid any- 
way, the less the incentive. 

(2) For these features to have their 
greatest impact, there must be widespread 
confidence in the future, and the prospect 
for a general reduction in taxes must be 
present—at least, no expectation of tax 
increases. If a possible tax deduction ap- 
pears to have more probable value in the 
future than in the current year, there 
would be an incentive to postpone ex- 
penditures. 

(3) The effectiveness of these features 
under the conditions described rests upon 
the assumption that a high and expanding 
rate of plant and equipment expenditures 
is a major, or the major, way to assure con- 
tinued prosperity. If this is not true, then 
these features are improperly aimed. 

(4) As devices to aid in ending a serious 
recession or depression, these features 
offer very little. It has been seen that some 
of them might even tend to work the other 
way. In this view, all five features appear 
to be ‘fair-weather friends”: they do offer 
help when there is some need for it, but 
when the need becomes really great, they 
can do little or nothing—and maybe do 
harm. 

However, in passing judgement on these 
five features, their potential force as sus- 
tainers of existing prosperity should not 
be minimized. These changes in the law 
were timely. Our current concern is keep- 
ing our economy moving at the present 
considerable speed with controlled and 
steady acceleration. These features offer 
some promise of helping. It would be 
a mistake to regard them as anything 
more than “helpers.” They are only a part 
of an intricate tax system. The system it- 
self is not an all-purpose economic tool; it 
is only one of several regulators in the 
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There is little doubt that many of the 
yarious other new features of the 1954 
Revenue Act can have, collectively, a 
positive impact. Some of the provisions 
strengthen the system by reducing oppor- 
tunities for tax avoidance. Some are in- 
tended to reduce inequities. Some are de- 
signed to facilitate administration. As 
each of these succeeds in its specific pur- 
pose, the system is improved and the 
economy benefited. 

The psychological overtones of the 1954 
Internal Revenue Code should not be 
overlooked. Impressive fanfare attended 
its passage. It was widely heralded as a 
law designed to promote the free-enter- 
prise system. Even if the purported virtues 
are not as substantial as claimed, it is dif- 
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ficult to doubt that the adoption of the 
Act has had beneficial psychological in- 
fluence upon a considerable segment of the 
population. Publicity and high-powered 
advertising appear to have powers greater 
than merely earning for a product the ac- 
ceptance deserved on the basis of merit 
alone. 

In concluding, it is in order to suggest 
that perhaps this new Code should be 
looked upon as the first step, or the first 
few steps, toward a tax system that gives 
more attention to economic incentives. In 
previous revisions of our tax system, the 
factor of urgent and immediate revenue 
needs seems always to have overshadowed 
all other considerations. This time that 
shadow was not quite as long. 
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A PRACTITIONER’S PLEA FOR MORE 


TRAINING IN WRITTEN ENGLISH 


ROSECRANS BALDWIN 
Partner, Arthur Young & Company 


T THE recent American Accounting 
A Association convention in Phila- 
delphia, I attended the round table 
discussion on the question of the propor- 
tion of a student’s four collegiate years 
that should be devoted to liberal arts sub- 
jects as opposed to accounting and other 
business subjects. As I shall explain in a 
moment, this whole subject is rather close 
to my heart. Accordingly, I went to the 
session eagerly, hoping to hear something 
reassuring on a matter which is, I think, 
one of the most serious problems that our 
profession is facing today, and on which 
little but gloom has emanated from the 
campuses. I refer, of course, to the matter 
of general student literacy and in particu- 
lar to the question of lucid, grammatical 
and graceful writing. Alas, instead of be- 
ing cheered up, I left the meeting with a 
heavy heart, not so much because of any 
ideas expressed with which I disagreed, 
but rather because of the almost disinter- 
ested atmosphere which prevailed and the 
failure of any one to advance a program 
for combatting the existing situation. 
At the outset of the session, one of the 
speakers referred to a statement issued 
some time ago by the American Account- 
ing Association which might be referred 
to as the 50-25-25 statement. The As- 
sociation at that time recommended that 
the ideal college curriculum for young ac- 
counting majors should require at least 50 
per cent of the time to be devoted to lib- 
eral arts subjects, 25 per cent to account- 
ing and 25 per cent to other business sub- 
jects. The speaker, as I said, referred to 
this pronouncement in the beginning of 
his talk, and despite the valiant efforts of 
the panel members to stimulate discus- 
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sion, little more was said on the specific 
point at issue. To be sure, no one got up to 
express disagreement with the Amer- 
ican Accounting Association’s recommen- 
dations, but, on the other hand, nobody 
arose to suggest how they might be imple- 
mented. Instead, a somewhat aimless and 
extremely polite discussion ensued which 
finally flagged to such an extent that the 
round table discussion was almost termi- 
nated before the closing time arrived. I 
can assure you that I left the room witha 
feeling of the greatest dismay. 

Over the last few years, I have seen a 
good many expressions in print, not only 
from the public accounting profession but 
from other professions, businesses, and 
from academicians, complaining of the al- 
most universal inability of the college 
graduate of today to express himself 
either in writing or orally. Every one ap- 
pears to be in agreement that the condi- 
tion exists; yet like Mark Twain’s weather, 
nobody seems to be doing anything about 
it. Apparently the whole subject is re- 
garded as something which can be quickly 
swept under the rug, so as not to interfere 
with discussions of more important sub- 
jects such as price level adjustments, uni- 
formity in corporate financial statements, 
and other such burning questions of the 
day. In the hope, therefore, that I may be 
able to shift more attention to the prob- 
lem, I am writing this article, because I do 
feel that there is something terribly wrong 
with the educational processes of today 
which simply must be corrected if the col- 
leges are to do their best for the young 
people whose education is in their charge. 

I think perhaps the best way to ap- 
proach the whole thing is to outline the 
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very personal problem that I face as a 
practicing public accountant, and which I 
am sure is common to almost all the prac- 
titioners in our profession. As in all public 
accounting firms, the backbone of our 
practice is our audit work. We send our 
men out, they check the clients’ books, 
they report back to the office where they 
draft reports. These, after reviewing and 
checking, are in due course typed and is- 
sued to the clients. Essentially speaking, 
we are, of course, selling our services, but 
I am inclined to think that what many 
clients are really paying us for is what 
they—not we—call an ‘“‘audit.”” To such a 
client, the term refers to a slim volume 
handsomely typed and bound in blue 
covers with a page of heavily engraved 
letterhead paper in front and an impres- 
sive looking signature somewhere in the 
text. This volume is what he pays us for 
and is the thing he uses to brandish under 
his banker’s nose when he wants money. 
To him, this is the “‘audit,’’ and the vari- 
ous checking procedures which we may 
use and the various theoretical accounting 
questions which we may argue with him 
along the way are, as far as he is concerned, 
very much like the sex of the hippopota- 
mus—something which is of interest only 
to another hippopotamus. He is paying us 
for his ‘‘audit” and to him this term means 
a tangible written report. 

I stress all of the above because I some- 
times wonder whether the public at large, 
and particularly the young people in col- 
lege who may select public accounting as 
a career, do not look upon it perhaps as 
the one vocation where they will never 
have to be troubled with the written word 
and can bury themselves for life in a mass 
of figures—a safe refuge where such drag- 
ons as the split infinitive, the dangling 
participle and the awkward phrase will 
never catch up with them. In other words, 
how many people may enter public ac- 
counting in part because of difficulty—as 
opposed to facility—in self expression, 
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feeling that here of all places is a field 
where self expression is not required? I 
merely ask this as a question; I don’t 
know the answer. 

I go into all this simply to point up 
what is well known to all public accounting 
practitioners, namely that it is a writing 
business. I don’t know how the literary 
output of a practicing public accountant 
compares with that of a successful novel- 
ist, but I would be inclined to think that 
in many instances the public accountant 
might win the race, if not from the stand- 
point of quality, at least from the stand- 
point of quantity. And if the accountant 
is not required to write in mellifluous 
cadences, think of the meticulous accuracy 
and clarity with which he must express 
himself. This at least is not something 
with which the average novelist has to be 
as much concerned. Yes, voluminous writ- 
ing consumes a very large part of the time 
of the average practicing public account- 
ant, and when one considers the extreme 
pressure under which accountants have to 
work and write their reports during the 
winter season, it becomes immediately ap- 
parent that facility at writing is just as 
necessary a part of the successful account- 
ant’s equipment as is proficiency in the 
accounting art. 

Now, applying this to my own situation, 
I find myself, as a partner in our firm, 
supervising the audits of a substantial 
number of clients, most of whom are of 
such a type as to receive long form audit 
reports from us each year. In addition, we 
make it a practice to supplement our reg- 
ular annual reports with additional re- 
ports or letters commenting upon the ac- 
counting and other procedures followed in 
the clients’ offices and recommending im- 
provements. Under ideal conditions, my 
life would be a relatively easy one. I 
would send a competent senior accountant 
out on the job. He would make his audit, 
would either solve all the accounting 
questions that arose himself, or would 
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present them to me neatly and concisely 
for solution. He would then draft his re- 
ports and would bring them to me. I would 
read through them, perhaps make one or 
two minor corrections, send them to the 
typing department and sit back to wait 
for the next one. 

Unfortunately, such is not the life I live. 
About every other audit I handle seems to 
follow a similarly bumpy path culminat- 
ing in the submission of one or more re- 
ports drafted by the senior accountant and 
submitted for my “review.” I put this last 
word in quotation marks, because all too 
often what the report needs is not “re- 
viewing” but aimost complete re-writing. 
To the extent, of course, that the faults in- 
volve matters of policy—disclosure, ac- 
counting theory, etc.—it is not surprising 
that young seniors who are only a few 
years out of college frequently go astray, 
and in fact they are expected to do so. 
What is inexcusable, however, is the seem- 
ing ignorance among the majority of our 
young men of the basic rudiments of Eng- 
lish grammar and style. It is the continual 
mistakes that I encounter in this area that 
are responsible for a large part of the re- 
writing that I have to do, and which I feel 
are the result—in most cases—of faulty 
academic training. Of course, I realize 
that sometimes the blame is as much the 
students’ as the teachers’. Horses can be 
led to water, etc. I do not believe, how- 
ever, that congenital inability or disin- 
clination to write is the reason for the 
trouble in most cases. I suspect that the 
real answer is that the men simply have 
not had the proper teaching. 

So far as our practice is concerned, what 
does all the above mean? It means simply 
that at the partnership level we are spend- 
ing hours on English composition which 
could be spent far more profitably, both 
from our own standpoint and that of our 
clients, in giving careful consideration to 
the many accounting and tax problems 
which are entailed in the average audit. 
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But what else can we do when so many of 
the men who come to us from the colleges 
cannot write? To put it mildly, our present 
modus operandi is inefficient, and unless 
something is done I am afraid that what 
we will all come to is the old fashioned 18th 
century practice of hiring hacks to do all 
our literary work for us, even though these 
Individuals may know nothing of account- 
ing. When we arrive at this point, perhaps 
in signing our reports we had better place 
after our regular firm signature the legend 
“As told to John Jones,” as do many of 
our autobiographical celebrities whose 
talents are other than literary. 

I have discussed this whole problem 
with a good many individuals on and off 
the campus, and while I myself am in no 
way qualified as a teacher, nor as any sort 
of an expert on education, I do feel that I 
have arrived in my thinking at what may 
be a solution to the problem. However, 
before I go into this, I would like first to 
brush away a few cobwebs that always 
seem to clutter up discussions of the sub- 
ject. Chief among these is the—to me— 
erroneous notion that the colleges, being 
institutions of higher learning, are not re- 
sponsible for teaching English composition 
to their students, and that they are there- 
fore entitled to sit back passively and 
blame the primary and secondary schools 
for the trouble. This I think is a fallacious 
position. I would agree with them that, 
under ideal conditions, they ought not to be 
responsible, but so long as the lower levels 
fall down on the job, as they doubtless are, 
I maintain that the colleges have no al- 
ternative but to bridge the gap. Theirs is 
the final stage in the educational process; 


theirs is the responsibility for safeguard- | 


ing the integrity of the degrees they award. 
If the students who enter as freshmen are 
ill-trained, then it is up to the colleges to 
teach ’em or flunk ’em. I can see no third 
way out of the dilemma. 

The next point to be considered is how 
English is to be taught, if it is to be taught. 
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It is my belief—and I believe that I am 
supported in this by many English De- 
partment faculty members—that English 
composition and style, like almost every- 
thing else in this modern world, must be 
taught by experts, and ought not be en- 
trusted to unskilled hands. I stress this 
particularly strongly because in almost 
every discussion I have ever heard among 
accounting professors and accounting fac- 
ulties the final suggested solution always 
seems to be that the accounting professors 
should introduce the subject of English 
writing and English composition into their 
accounting classrooms, and endeavor not 
only to teach their students accounting, 
but also to teach them how to write, as a 
sort of by-product to their own pedagogi- 
cal line. As an illustration of an endeavor 
such as this, I find that one State society is 
now offering a course in audit report writ- 
ing which deals partly with content and 
partly with expression. This course, which 
is patterned upon the report writing 
course developed by the American Insti- 
tute of Accountants, will be taught by a 
member of the accounting faculty of one 
of the local universities. No doubt, it will 
turn out to be a very excellent job, cer- 
tainly insofar as content is concerned, and 
perhaps also the instructor may be able to 
inculcate in his students some awareness 
of English prose construction. The fact 
remains that he is first and foremost an 
accountant, and only secondarily a teacher 
of English. As a teacher of accounting, he 
is doubtless a whiz, but if he is also an ex- 
pert teacher of English it would be no 
more than a fortunate coincidence. After 
all, would one expect a gifted English 
teacher to be an expert on consolidated 
financial statements? 

At this point we arrive at a third falla- 
cious premise that eventually seems to 
steer discussions off the track, and this is 
the idea that one can be good at “report 
writing” without being good at other 
kinds of writing. The American Institute 
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offers a course in report writing, and many 
of the colleges have similar courses, in- 
cluding some called ‘‘business letter writ- 
ing.” Implicit in all of these, it seems to 
me, is the thought that somehow or other 
you can compartmentalize the elements 
of English style into business and non- 
business groupings—infinitives to the right 
and participles to the left—so that our 
young tycoons of tomorrow will become 
proficient in ‘‘yours-to-hand-and-contents- 
duly-noted” without ever having to in- 
volve themselves in matters Dickensian. 
This I maintain is a false concept, because 
good writing after all is good writing, no 
matter what it is about. If a person can 
write well, he can write a good audit re- 
port, assuming that he is technically com- 
petent. If he is not familiar with the prin- 
ciples of prose construction, his reports 
will always be second-rate affairs, no mat- 
ter how much double-entry he knows. Of 
course, audit report writing does need 
specialized training—part of which can 
be acquired in the classroom—but this 
type of training should not be confused, as 
I think it may have been, with basic in- 
struction. It is in this latter area that the 
colleges have been woefully remiss. 

I now find myself getting perilously 
close to making concrete recommenda- 
tions as to how young people can be 
taught to write good English. The fact is 
that I myself am not qualified to make any 
such recommendations, and it is with this 
very extreme reservation that I offer the 
suggestions that follow. First of all, I do 
not think that the teaching of English 
composition is a brief process. To learn 
how to write, a student must be required 
to write a great deal, and this means that 
any course given in the subject ought to 
cover at least two consecutive semesters. 
Second, I do not think that the training 
can be accomplished by the lecture meth- 
od. While a certain amount of time must 
be spent in lecturing on the elements of 
English style, the student will receive his 
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main training from having his own com- 
positions critically reviewed by experts and 
discussed with him across a table. In 
other words, the job will require consider- 
able faculty manpower, if any significant 
number of students is to be trained. Here 
one must inevitably run into college 
budgetary problems, and the best I can 
suggest on this score is that the services of 
graduate students be enlisted to supple- 
ment the faculty members who conduct 
the courses. I have heard of one successful 
college course that operated on this basis 
with a considerable number of students, 
and men who have taken it tell me that 
they benefited from it immeasurably and 
could remember what they were taught 
long afterwards. I do not know the exact 
details of this course, but I gather that the 
students enrolled in it had to turn out 
veritable reams of written matter during 
the course of the academic year, winding 
up with some such tremendous work as a 
short novel. Exactly how all of this out- 
pouring was reviewed by the faculty in 
charge, or how the expense of running the 
course was fitted into the college budget, 
I do not know. The approach, however, 
seems to have been the correct one. 

I realize that what I am suggesting is 
likely to prove disruptive of the curricu- 
lum in the average school of business ad- 
ministration, but I believe that almost 
any amount of disruption would be justi- 
fied if the end result can be achieved. Not 
only must interdepartmental budgetary 
and faculty problems be solved, but I 
suspect that in many institutions a con- 
siderable measure of student opposition 
will have to be overcome. A friend of mine 
in one business school has told me that at 
his institution the best they have been 
able to do to teach their students how to 
write has been to offer a course in “‘busi- 
ness letter writing.” He said that if they 
took the word “‘business”’ out of the course 
caption none of the students would take it, 
so firmly imbued with the vocational idea 
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of education are the young people who ep. 
roll at that particular college. I suppose 
that this attitude reflects parent unaware. 
ness of the value of a general education, 
and that long before the young people ever 
appear at the university’s doors they have 
had their heads filled to the brim with the 
idea that nothing that is not vocational js 
worthwhile. Nevertheless, I believe that 
the college faculties have a duty to correct 
this false impression, even at the risk of 
some initial lack of popularity. If they 
wish, they can certainly find plenty of 
evidence that inability to write well is 
doing as much damage to the careers of 
young people who go into the business 
world, as almost any other single def- 
ciency for which the universities and 
schools may be held responsible. 

Well, to summarize this rambling dis- 
sertation, it is my feeling that at the pres- 
ent time not enough is being done in the 
university world to bring home to the 
students how important good writing’is, 
and to teach them how to become adept 
in it. Second, I am convinced that the job 
is not something which can be or should 
be handled by the faculty members in the 
schools of business administration who 
are concerned with the teaching of busi- 
ness subjects, but rather should be turned 
over to specialists in English teaching. 
Lastly, I believe that provision should be 
made in every required course leading up 
to a B.B.A. degree (or any other college 
degree, for that matter) for at least a full 
two semester course in English composi- 
tion and style, consisting of intensive 
writing and criticism, writing and criti- 
cism, and more writing and criticism. 
This course should be given no matter 
how steep the cost, and regardless of what 
vocational or other courses may have to 
shelved in its favor. I am convinced that 
any measures short of this will fail to do 
the job. I also suggest that time’s @ 
wastin’. Let’s get to it! 
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CHOICE AMONG ALTERNATIVES 


A. C. LITTLETON 
Professor (emeritus), University of Illinois 


not unlike freight cars in a marshalling 

yard. Every switchman and every 
builder of verbal models knows that the 
units may be marshalled into a train by 
starting at either end. The switchman, 
however, works under certain restrictions: 
someone else has brought the units into 
the yard, hence he has no choice of the 
units to be included; his objective is set 
for him—place the units in a sequence 
which will facilitate dropping each at the 
proper station with a minimum of train 
switching. 

The verbal builder, however, chains 
ideas into idea-models with a relatively 
free hand: he can choose the units to be 
included, selecting among alternative ideas 
the ones he thinks most desirable; his ar- 
rangement of units is also of his own choos- 
ing; his objective is a simple one—that of 
choosing and arranging idea-units in a 
manner convincing to himself and per- 
suasive to his readers that by his sequence 
of thought (or assumption) another idea 
(conclusion) has been given creditable 
support. 

The fact of the matter is that there are 
two ways of thinking of accounting theory. 

One way is to consider the theory as the 
many explanations, reasons, justifications 
which will help us understand why ac- 
countancy (technology and profession) is 
what it is. Judging by some of the recent 
literature, the other way is to aim at con- 
structing one, all-embracing theory of ac- 
counting. This “‘model”’ would be a tightly 
reasoned argument arranged to justify 
ever wider applications of accounting to 
new situations. 

There has been far too little demonstra- 
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tion in the literature of the first way of 
thinking of accounting theory. One re- 
sult is widespread belief, particularly 
among non-accountants, that accountancy 
is more conventional than rational; more 
traditional than progressive; and that it is 
for the most part a loose collection of use- 
ful arts without a philosophy to cement 
the separate parts into an integrated 
whole. 

Yet, whenever we are able to examine 
the long-developing ideology which has 
inevitably been associated with the prac- 
tical use of accounting, the conviction 
grows that accountancy is both rational 
and progressive, and that its parts are 
being welded into an integrated whole by 
the actions and choices of men close to the 
uses of the technology. 

The other view of accounting theory is 
being reflected particularly in some of the 
items in the literature which suggest in 
one way or another that “economic en- 
gineering” (control of the economy?) 
needs better data for its use than that sup- 
plied about enterprise net income by the 
usual process of accounting. Sometimes 
this view appears in the form of advocat- 
ing the injection into accounting processes 
of cost figures as adjusted by application of 
a price index series. Again, it may appear 
closely associated with a plea for the for- 
mulation of “a theory” of accounting. 

Clearly the latter concept is quite dif- 
ferent from the former. For theory, as ex- 
planations, reasons, justifications, does 
not contemplate producing ‘‘a” theory, 
that is, a didactical arrangement of ideas 
which persuasively presents a series of 
compact propositions, beginning with a 
broad, distant premise (assumptions?) and 
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emerging at a predetermined point with 
a more-or-less predetermined conclusion. 

Because these two approaches to ac- 
counting theory are quite different, it may 
be of interest to examine the possibilities 
for choosing assumptions suitable for sup- 
porting differing conclusions. 

The view has been expressed! that it is 
possible to frame a theory of accounting 
without reference to the practice of ac- 
counting. “‘Since the fundamental premise 
for a theory lies outside of the field of ac- 
counting proper... the following propo- 
sitions therefore seem necessary” (as a 
basis for the theory). The author con- 
tinues with these four propositions: 

“(a) Certain organized activities are carried 
out by entities which exist by the will or 
with the cooperation of contributing 
parties. 

“(b) These entities are managed rationally, 
i.e., with a view to meeting the demands 
of the contributing parties efficiently. 
Statements in monetary terms of trans- 
actions and relationships of the entity 
are one means of facilitating rational 
management. 

The derivation of such statements is a 
service function.” 


Considered in connection with the au- 
thor’s development of this thesis, these 
stated premises from outside of account- 
ing technology seem to be derived or to be 
derivable from a sequence of implied al- 
ternative choices which can perhaps be 
formulated as follows: 

1. We may choose to assume either that 
the various kinds of enterprise which can 
use accounting data are basically alike in 
important particulars, or that it is their 
differences which are significant and con- 
trolling. 

2. We may choose to assume either that 
intentional actions by enterprise manage- 
ment are likely to be significantly rational, 
or that they are likely, by neglect of rea- 


1 For example, “Blueprint for a Theory of Account- 
ing,” by Professor R. J. Chambers (University of 
Sydney), Accounting Research (London), January 1955. 
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soning, to be largely intuitive and imit,. 
tive. 

3. We may choose to assume that ag. 
counting symbols, being units of local 
currency, should be considered either as 
representing a stable value of money, oras 
representing an unstable value of money, 

4. We may choose to assume either that 
the preparation of account data and 
financial statements, as a service function 
of a service instrumentality, can be carried 
on according to established custom and 
tradition, or that preparation can be 
carried on in whatever manner may be 
appropriate to providing the kind of data 
the users will need. 

The author seems to believe that the 
alternatives here stated last are the sig- 
nificant ones. The resulting sequence of 
choices is brought to a focus which, it 
turns out, gives support for a certain con- 
clusion about presumed accounting deé- 
ciencies. 


1. Differences between modern entities § 


are significant and controlling. (Therefore 
the entities need account data suited to the 
peculiarities of each?) 

2. Actions by entity management ar 
likely to be intuitive or imitative. (There 
fore entity management needs assistance 
toward rational bases for decisions?) 

3. Account symbols should be com 
sidered as representing an unstable value 
of money. (Therefore a change in account- 
ing technology is needed? That is, a change 
to prevent the misleading intermingling 
therein of the effects on net income a 
price level change—an external condition 
—and on managerial judgment—an i 
ternal condition.) 

4. Accounting is a service technology. 
(Therefore its service should be such a 
will provide whatever the kind of dats 
users need?) 

Standing alone ‘without the parenthet- j 
ical clauses, each of these chosen alter 
natives could strike a responsive chord it 
the minds of many practitioners; for 
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assumption is perhaps not so much “from 
outside accounting”’ as might be imagined. 

Consider each item by itself. In system 
york the accountant cuts the cloth to fit, 
and he usually is skeptical about uniform 
accounting systems. 

The independent public accountant 
knows, perhaps better than most people, 
how often managerial decisions have been 
intuitive—that is, self-centered, short- 
sighted, wishful thinking. Is it too much 
tosay that professional accountants have 
persisted throughout the past one hun- 
dred years in their efforts to reduce the 
tendency of some people to try to make 
inanimate account data show what the 
human being wished to see? 

Accountants, along with nearly all of the 
population, have been aware of changing 
price levels. In the view of all these non- 
economists, changing prices tell us un- 
stable value of goods and services rather 
than of unstable value of money. It is not 
convincing to hear it said that these people 
mistakenly assume a stable value of 
money. The man who has goods while 
wanting money, and the man with money 
wanting goods, will each appraise the two 
economic elements in relation to his wishes. 
He may or may not note that the “value” 
of each is the reciprocal of the other. 
Business men and accountants, most 
people in fact, choose to make their deci- 
sions by thinking of the goods aspect; the 
remaining few believe better decisions 
would result from thinking of the money 
aspect of the reciprocal. 

Professional accountants have long 
struggled with the problems of providing 
data needed by managements and inves- 
tors. As a result of an extensive accumula- 
tion of experience, accountants have come 
to several relevant conclusions: that men 
often want, and need, data which are not 
within the function of accounting to supply 
or practitioners to certify; that it should 
lie within the province of people specially 
trained and experienced in accounting to 
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set the limits of their technology in the 
matter of supplying all information a 
client might find useful; that the profes- 
sional accountant should confine his pro- 
fessional work of dealing with objectively 
derived and convincingly verifiable data 
which have been collected and marshalled 
by well-known procedures from evidence 
of actual business transactions; that there 
can be no objection to any desired amount 
of collateral, interpretative use of properly 
derived account data, including such 
devices as averages, ratios, trends, and 
projections. 

Although the importance of each of the 
alternatives chosen will not be strongly 
disputed by practical accountants, it does 
not follow that all aspects would be en- 
dorsed, or that the sum of the several sub- 
conclusions as indicated would be con- 
sidered as leading to a generalization con- 
vincing to most accountants. 

The principal generalization drawn by 
the original author from such a chain of 
assumptions is, in effect, that account data 
prepared under guidance of his four pro- 
positions would “incorporate features 
which economists have found it useful 
to adopt in studies of business behavior 
and social problems.” Specifically, this 
refers to account figures modified by 
application of a statistical index of price 
level change. 

This generalization could be considered 
to be justified as the logical consequence of 
this selected choice of assumptions. 

Additional support would be afforded 
by the following propositions: 

(1) “Social accounts” (presenting the 
national economy in tables of interrelated 
figures) can usefully serve an “entity” 
which is quite different from other account- 
using entities; these social accounts need 
business income figures as adjusted for 
price level change. 

(2) Decisions of importance rest upon 
data descriptive of the entity we call “the 
national economy,” and these decisions 
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can be more soundly rational for that 
entity if business income figures are ex- 
pressed in economic fashion. 

(3) Accounting symbols (money price 
of transactions) need to be cleared of the 
effect of price level change before being 
used in economic analysis. This adjust- 
ment is desirable in order to measure 
separately the effect of the totality of 
business decisions. 

(4) Accounting as a service technology 
should serve this entity (central govern- 
ment?) as well as other entities. 

It will be observed that this series of 
propositions tends to support the stated 
generalization. However, suppose we start 
with a different tentative generalization. 
Could we rationalize it into a conclusion 
by assembling several individually per- 
suasive propositions? 

In order to try this procedure, let us 
take the following as the tentative general- 
ization—an opposite of the one above— 
and try to support it by a chain of assump- 
tions based upon the unused parts of the 
several alternatives outlined previously. 
It will make the issue clearer if the assump- 
tions are called up in reverse order. 

Tentative Generalization: Business ac- 
counting should not be distorted out of its 
natural limitations by the injection into 
this technology of revenue charges which 
havebeen modified by application of an 
index series of price level change. Corollary: 
Supplementary interpretative disclosures 
of price change effects would effectively 
serve all users without constituting dis- 
tortion of established technology. 

Of the several alternative choices of 
premises, consider the following: 

(4) It will support the tentative general- 
ization if we can justify the assumption 
that the preparation of accounting data 
and enterprise financial statements can 
best be carried on according to established 
accounting technology. 

(3) It will support the tentative general- 
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ization if we can justify the assumption 
that, in using money price of enterprise 
transactions as quantitative symbols of 
measurable activities, we need only think 
of the symbols as representing goods and 
services considered relevant to this enter- 
prise. 

(2) It will support the tentative gen- 
eralization if we can justify the assump. 
tion that actions by enterprise manage. 
ment today are likely to be significantly 
rational. 

(1) It will support the tentative gen- 
eralization if we can justify the assumption 
that various kinds of entities which can 
use account data are basically alike in 
important particulars—especially in these 
features which are in tune with the central 
and controlling characteristic of account- 
ing. 

Assumption 4 above may seem merely to 
reflect blind adherence to old ideas and 
neglect of new ideas. Yet the fact is that 
the known course of accountancy’s mod- 
ern development clearly indicates a will- 
ingness of the part of business men and 
accountants to extend the services of 
accounting and to improve its techniques. 

Older ideas have been abandoned or 
modified to meet new situations. The 
American voluntary audit for credit pur- 
poses was a deviation from the British 
statutory audit of company directors’ 
stewardship. New ideas, if deemed relevant 
to accounting and well within its limita- 
tions, have been supported by accountants: 
standard costs in factories, accounts for 
appropriations and commitments in fund 
accounting, the Lifo formula, for example. 

The acceptance of these ideas and their 
introduction into the accounting frame- 
work, surely must weaken any belief 
that accounting techniques are so rigid 
as to be beyond change. Change there has 
been, but always it has been kept within 
certain limits. Imputed interest as a cost 
has been injected because, since it does 
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not arise in an objective transaction of this 
enterprise, its use would inject unilateral, 
hypothetical figures not tied to bilateral, 
bargained transactions. 

The thought at once arises that standard 
costs also are hypothetical figures. The 
answer is that standard costs, and even 
Lifo, are firmly tied to enterprise actualities 
in a way not seen in the case of imputed 
interest and index-modified revenue 
charges. Lifo is based on actual exchange- 
priced transactions of this enterprise; 
accounts for variations from standard cost 
tie the latter to invested costs. Fixed asset 
depreciation is not properly determined by 
managerial fiat as may be convenient. 
Depreciation changes can be denied admis- 
sion to the status of a cost only at the risk 
of making very misleading disclosures of 
the real situation as to enterprise net in- 
come. 

In accepting changes into accounting 
technology, ideals are in control: the most 
truthful accounts, statements which pro- 
vide full disclosures. It is the objective of 
accountants to attain and hold these ideals 
as closely as possible. It is to this end that 
the integrity of the framework of system- 
atic methodology is maintained, that is, so 
that the data from this methodology, and 
the appropriateness of system operation, 
can be critically reviewed as to relevance 
to the enterprise in question and as to 
factual accuracy. 

Assumption 3 emphasizes two points: 
money prices are symbols of nonmonetary 
realities; the realities in question are goods 
and services and contractual obligations 
which are clearly relevant to the given 
enterprise. Enterprise action deals with 
these realities; the service capacity of 
goods must be considered before the 
financial, the money side, can have mean- 
ing. Goods and services are acquired in an 
effort to attract customers, that is, to 
serve the public. The price tags of these 
diverse efforts are significant; but not so 
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much from expressing purchasing power of 
money as from rendering diverse efforts 
homogeneous and quantitative—this so 
that these efforts in due time may be 
brought into arithmetical relationship 
with achieved results which have also 
been rendered quantitative by agreed ex- 
change-priced transactions. 

The use of money prices other than those 
associated with transactions of this enter- 
prise would clearly introduce irrevelant 
data into the record, thus injecting an 
unethical element of misrepresentation. 
Moreover, systematically restricting the 
source of account data to transactions of 
this enterprise also has the desirable effect 
of making verification more feasible. 

The price of the goods purchased is a 
natural fact with which business men must 
of necessity consciously concern them- 
selves; the causal factors back of that 
price are not. Supply and demand for goods 
and services is a causal factor which is a 
direct consequence of the mass of in- 
dividual economic actions. Statistics tend- 
ing to reflect change in these elements 
provide helpful information for manage- 
ment use, yet do not in themselves modify 
accounting procedures. 

Another important causal factor is the 
available supply of money and credit. And 
this is subject to planned controls exercised 
by statutory authorities. It is beyond the 
function and power of business men as 
individuals—though within the authority 
and power of the Federal Reserve Board— 
to deterraine over-all fiscal policy, and 
thus affect the price level. 

Under these conditions, how would 
knowledge of ‘changing value of money”’ 
as money help the business man? One 
man’s study of current fiscal policy is not 
likely to increase his ability effectively to 
serve his clientele; his study of the prices 
of goods would. 

To pose business men and accountants 
with a necessary choice between consider- 
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ing money units as representing a stable or 
an unstable value of money, is equivalent 
to implying that each man of them should 
consciously act in the interest of the econ- 
omy as a whole. Would not they then be 
forced to neglect their primary respon- 
sibilities to their own constituencies when 
they consciously tried to share in the con- 
trol of the national fund of money and 
credit in order that price fluctuations for 
the whole economy should be suitably in- 
fluenced? 

For business men, data of the changing 
prices of goods and services are significant; 
for current policy makers, data of the 
changing purchasing power of money are 
significant, since these people are charged 
with taking action to influence the nation’s 
business. Is it not, therefore, largely a con- 
fusing exercise of semantics to make it 
seem that business men and accountants 
have a responsibility to act with conscious 
choice as to whether the “value of money” 
is stable or unstable? 

Assumption 2 makes the point that 
enterprise management today is much 
more rational than intuitive. The latter 
kind of management presumably would 
not use data indicative of larger-than-local 
conditions, thus the significance of chang- 
ing average price levels would be missed. 
Is this the reason his accounting should be 
changed, so that the larger scene will be 
inescapably spread before his mind? 

No doubt there are many men making 
business and investment decisions who do 
not research their way into decisive action. 
Yet many of them, perhaps most, are able 
to manage with satisfaction to their stock- 
holders, employees, customers, bankers, 
tax collectors, and themselves. 

May there not be an important element 
in successful enterprise management which 
theorists without administrative expe- 
rience or responsibility could easily over- 
look, or too sharply discount? Good busi- 
ness judgment is a vital factor in manage- 
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ment; and it cannot be satisfactorily com. 
pressed into a phrase, “always act to 
maximize the profit.” 

Judgment is an element which does not 
lend itself to definition; formal education 
is at most an uncertain factor in the crea- 
tion of good judgment. Judgment grows 
best as it feeds upon responsible, rather 
than vicarious, experience. The raw mate- 
rials of experience are the details and 
peculiarities of a particular enterprise, of 
its customer clientele, of its material and 
labor markets. Then follows knowledge, 
in the same pattern, of the industry con- 
cerned. This is a long way from study of 
the economy as a whole, perhaps so far 
away that most businessmen cannot in- 
dulge in broad studies and still meet the 
duties of the day at the office. Yet, this 
doing first things first seems to have proved 
satisfactory throughout the centuries. Men 
apparently were able to develop good judg- 
ment before statistical methodology and 
economic doctrine were available to guide 
them. There is little evidence that, as a 
class, they did not manage “rationally.” 
By what other road have we come to the 
present stage of industrial development? 

There is plenty of evidence of the use of 
techniques of rational management. The 
modern development of controllership, 
forecasting, market surveys, personnel 
testing, all of these, though non-account- 
ing, indicate growth of rational manage- 
ment by use of devices designed to sharpen 
and broaden judgment based on experi- 
ence. 

Accounting as it is can well be called the 
oldest technical aid to rational manage- 
ment. Over the centuries it has been re- 
porting, after the fact, on the status and 
effectiveness of prior managerial decisions. 
This highly useful reporting continues to- 
day without having felt a need for de 
parture from the use of accounts which 
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Nor is there convincing evidence that any 
significant portion of the total mass of 
business and investment decisions based 
on such account data was anything but 
rational. Disturbing instances of bank- 
ruptcies and losses by security holders 
have usually been related to neglect of 
account data, outright fraud, or to condi- 
tions unavoidable through a knowledge of 
accounting data. 

In fact, the astonishing accomplish- 
ments of modern business seem of them- 
selves to be the strongest argument in 
support of the tentative generalization 
posed above. Since accounting technology 
in its usual form has served during this 
period, and has steadily grown under 
those conditions, it is only reasonable to 
believe it has served well as an instrument 
in aid of this achievement. If this is true, 
it would also seem reasonable to believe 
that the natural limitations of accounting 
technology have not stood in the way of its 
ability effectively to provide its kind of 
service under new and different conditions. 
Where these limitations have been reached, 
supplementary techniques have been con- 
structed and have demonstrated in use 
their ability to contribute as expected. 

Business does indeed need rational 
management. The need has long been 
recognized. How else explain the advances 
made in managerial techniques and skills? 
It is noteworthy that the present degree of 
rational management has been achieved 
without damage to any of the earlier in- 
struments used in aid of rational business 
judgments. Non-accounting techniques, 
by acting within their own function, 
supplement rather than change the natural 
limitations inherent in accounting. 

This kind of useful approach has again 
been proposed as a satisfactory way of 
augmenting the information service’ of 
accounting: specifically, a supplementary, 
quasi-statistical statement presenting a 
calculated effort to separate the effect 
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of changing price levels upon revenue 
changes and net income, and to suggest in 
the resulting residual figures the effect 
of managerial decision as such. This ar- 
rangement will leave account and financial 
statement technology unchanged. It would 
seem also to offer the kind of special in- 
formation which special interests have 
indicated would be particularly useful to 
them. Yet the literature critical of ac- 
counting “realism’’ shows few signs that 
this solution is satisfactory to the critics. 
Can it be that an urge to effect a reform in 
accounting technology is more persuasive 
than securing the specified data? If pub- 
lished reports are slow to include a supple- 
mentary income calculation, that could no 
doubt be changed by request of the 
people qualified to present the views of the 
principal users of accounting data, such 
as business management and investment 
counsel. 

Assumption 1 entertains the idea that 
similarities among enterprises using ac- 
counting data are of controlling signif- 
icances. 

Here is a case of important similarities 
existing among relatively less important 
differences. Because this is so, it is similar- 
ities not differences, which make account- 
ing an appropriate technology in individual 
applications. Like other technologies, ac- 
counting cannot be all things to all men. 
Accounting lacks universality, and ac- 
countants will not be persuaded other- 
wise by assertions that it ought to be 
rested upon principles of universal truth. 
It is doubtful, for example, whether apply- 
ing the word “accounting” to the record- 
ing system used in totalitarian countries 
does anything to make accounting uni- 
versal in fact. It will not be a record system 
dedicated to the truthful analysis of ex- 
change-priced transactions and presenta- 
tion of the distinction between, and inter- 
relations of, capital (real accounts) and 
income (nominal accounts). 


ym- 
to 
ot 
lon 
ea- 
Ws 
1er 
te- 
nd 
of 
nd § 
pe, 
of ‘ 
far 
in- 
he 
is 
ed 
en 
ig- 
nd 
de 
a 
he 
t? 
of | 
he § 
P; 
el 
e- 
e 
| 
e- | 

s. 
e- 
h 

| 


370 The Accounting Reriew 


Other systems for producing managerial- 
ly useful data can no doubt be constructed, 
and may suffice for this purpose. But these 
would need to include certain definite char- 
acteristics and limitations to be in fact 
what the word “accounting” has come to 
mean to us. A useful arrangement of data 
is being used under the name of “social 
accounts.” The use of the adjective here 
makes it clear that a distinguishing adjec- 
tive might well be used elsewhere: as in 
“business accounting.”” Somewhat the 
same kind of misunderstanding could arise 
from overgeneralization of the word ‘“de- 
mocracy.” 

It may be complimentary to use the 
word “accounting” in non-characteristic 
applications. But it will trouble many 
accounting technicians to see efforts made 
to introduce modifications into their 
technology in order that the resulting data 
shall be more suitable for direct use in 
certain non-characteristic situations. 

The distinctions here considered are 
illustrated by two types of accounting 
adaptations. Many features of business 
accounting, particularly those facilitating 
internal control, are rapidly being put into 
use in various operating divisions of the 
Federal government. In sharp contrast is 
the adoption of certain surface features 
of account classifications to form statis- 
tical tables given the name ‘“‘social ac- 
counts.” 

The first adaptation will make its con- 
tribution by increasing operating effi- 
ciency; the second adaptation is expected 
to make its contribution by promoting 
analytical study of change among several 
segments of the whole national economy. 
The first adaptation takes accounting as it 
is and, as is done in fund accounting, uses 
all account classifications except those deal- 
ing directly with dedicated capital and 
profit; the second adaptation appears to 
furnish the primary impulse toward ad- 


vocating the idea that throughout business 
accounting the invested cost figures (risked 
capital) should be modified by applica. 
tion of a price index series. 

This proposed modification contains an 
over-emphasis on an economic idea (pur. 
chasing power) in association with a tend- 
ency to believe, erroneously I think, in 
the validity of the assumption that ac. 
counting, because it is a service technol- 
ogy, should be able, and accountants 
should be willing, to modify its technical 
features as may seem useful to any type 
of entity. Accounting has registered, in 
use, a marvelous adaptability. But close 
examination of its many differing forms 
will show there are limits beyond which 
adaptation may become emasculation. 

The existence in practical use of varia- 
tions from the original Italian scheme of 
business records (adaptation) should not 
be considered indicative that variation of 
accounting (basic modification) will be 
easily sold to its technicians. 

Accounting is indeed a service technol- 
ogy, but since accounting cannot offer a 
universal service to all types of entities, 
one of the basic premises needed for “a 
theory of accounting” seems not to sup- 
port a conclusion in favor of modifications 
by application of index numbers. So, too, 
the other basic premises come into ques- 
tion as to their place in a chain of reasoning 
leading to the same conclusion. 

The flexibility of the several semantic 
arts—of assembling chosen alternatives, 
of adducing reasons in support, of chain- 
ing assumptions into a sequence—has been 
suggested in this presentation. The con- 
clusion of the experiment can perhaps be 
put this way: different switchmen prob- 
ably would organize a train of freight cars 
very much alike; different builders of 
verbal models, having differing conclusions 
in mind, probably would construct differ- 
ing chains of reasoning. 
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REPORTING ON THE FLOW OF FUNDS" 


MAvRICE MOONITZ 
Professor, University of California, Berkeley 


agement has two major financial tasks 
of importance to accountants, namely, 

(1) to operate the enterprise profitably; 

and 

(2) to finance the activities of the enter- 

prise and to keep it solvent. 

In the case of nonprofit activities, the 
statement of the first task should be modi- 
fed to indicate that management is 
charged with making the enterprise per- 
form within its prescribed limitations, 
such as a budgeted amount of expendi- 
tures. 

With respect to the first task, account- 
ing has done a good job. That is to say, 
the necessity of a formal report on the 
results of operations is widely recognized, 
and the numerous problems involved in its 
preparation have received close and earnest 
attention among all groups and at all 
levels. With respect to a report on the way 
management has discharged its second 
task, our performance is less satisfactory. 
It is true, of course, that both the flow of 
funds into and out of an enterprise, and the 
effects of its financing activities, are re- 
corded in the books, but a formal state- 
ment or report is typically not prepared. 

The statement of the sources and the 
applications of funds is an attempt to 
report on the second task of management, 
to fill a gap usually left open in the typical 
published report. The statement is, there- 
fore, a supplement or addition to the con- 
ventional battery of statements, not a 
substitute for them in whole or in part. 
Assertions, for example, that a funds 


I: THE conduct of an enterprise, man- 


* This paper was presented at the Third Northwest 
Graduate Accounting Study Conference, Seattle, 
September, 1955. 


375 


statement is better or worse than an in- 
come statement are unfortunate. The two 
statements have different functions; both 
suffer from attempts to set them up as 
rivals. 

The need for a statement to report 
changes and movements not clearly re- 
flected in the balance sheet and the in- 
come statement has long been felt. In this 
country, the attempt to construct such a 
statement is usually dated from the 
publication in 1915 of William Morse 
Cole’s Accounts: Their Construction and 
Interpretation. In that book, Cole de- 
scribed his ‘“‘where-got-where-gone”’ state- 
ment. But progress was slow. In 1929, My- 
ron M. Strain wrote in his Industrial 
Balance Sheets (page 132), ““The statement 
of application of funds had best be de- 
scribed, as it is one of the most useful of 
accounting statements and deserves fre- 
quent use; but it may be dismissed briefly, 
because it does not get it. This exhibit 


details the sources from which all the 


derived, and descri 


they were-put. It is.a_striking and signifi- 
cant in ation of the changes that 
have taken place in _fimancial position 
between t ‘two. periods. ” Hector R. Anton, 
in the October, 1954 issue of the Account- 
ING REviEW has published a report, 
“Funds statement practices in the United 
States and Canada.” Anton notes that, 
according to his survey, 68 per cent of the 
companies involved used a funds state- 
ment in some way or other, but that only 
19 per cent included such a statement in 
annual reports to stockholders. 

The two managerial tasks under dis- 
cussion are, of course, related. It is suffi- 


| 
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cient for present purposes merely that they 
are not identical. As a matter of fact they 
tend to merge into a single problem or task 
over the entire life of an enterprise, or, as a 
practical approximation, over a substantial 
time period. That is to say, over the long 
pull, a profitable concern will also be a 
solvent concern, although the reverse 
proposition, namely, that a solvent con- 
cern will also be profitable is manifestly 
not true. Over a relatively short period of 
time, however, profitability and solvency 
are almost independent of each other, 
sometimes almost antagonistic goals. Nu- 
merous cases are at hand in which enter- 
prises expanded rapidly and profitably, but 
with a tremendous strain on working 
capital in the form of overextended re- 
ceivables, swollen inventories, top heavy 
current debt, and a marked shortage of 
cash. Similarly, other cases exist of con- 
cerns which are unprofitable for several 
years on end, yet actually improve their 
debt-paying ability in the process of 
contraction. The apparent paradox of 
profitability and solvency moving in oppo- 
site directions is not new, nor is it real in 
the sense of persisting indefinitely. But in 
the short-run, the two attributes pose two 
distinct problems; it is helpful to prepare 
accounting summations of them at fre- 
quent intervals. 

To follow the point just made as to the 
relationship between profitability and 
solvency, we comment on the functions 
performed by the balance sheet and the 
income statement. The initial balance 
sheet of a newly-formed concern is usually 
also a good statement of funds—it reflects 
among the assets the results of the applica- 
tions of funds acquired from the sources 
listed among the liability and proprietary 
items. Since operations have not com- 
menced, the problem of profit-measure- 
ment does not arise. As a practical approxi- 
mation, even a balance sheet prepared a 
little later on will also serve as a statement 


of funds. For example, this would be true 
in the case of a company with an extended 
development period during which little or 
no revenues arise, followed by an operat- 
ing period in which additional develop. 
ment work was negligible. But at some rel. 
atively early point along the way after 
operations have begun, the balance sheet, 
standing alone, begins to lose its function 
as a funds statement. 

At the other extreme, an income state- 
ment for the whole life-span of an enter- 
prise would serve as the backbone of a 
funds statement covering the same time- 
interval. It would not be complete, be- 
cause, to the revenues (sources) and ex- 
penses (applications) detailed in the in- 
come statement we would have to add at 
least (a) the long-term borrowings and re- 
payments, (b) the issues and redemptions 
of capital stock, and (c) the dividends de- 
clared. But the combination of the items 
just listed would produce an eminently 
satisfactory funds statement, without the 
intervention of a balance sheet. Notice 
that even the depreciation charge becomes 
an application of funds in this statement, 
because over a long enough period of time 
the summation of depreciation charges 
approximates quite closely the actual in- 
vestment in the corresponding assets. As 
in the case of the balance sheet, some 
practical approximations can be intro- 
duced. For example, an income statement 
covering 50 years, supplemented by data 
on long-term financing and on charges and 
credits to surplus, would undoubtedly be 
acceptable as a funds statement. But as 
the period covered by the income state- 
ment was shortened, the need for adjust- 
ments or modifications of some kind would 
begin to be felt in order to convert the in- 
come data into funds data. 

As a consequence, neither the balance 
sheet nor the income statement taken 
alone will give the story of the financial 
flows for the relatively short periods of 
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time (one year, five years, ten years) 
covered in reports submitted to stock- 
holders or prepared for top-management 
review. But these considerations with re- 
spect to the two conventional statements 
as potential exhibits of the flow of funds 
are worthwhile for two reasons, (1) they 
indicate why a separate statement of 
funds is ordinarily desirable or even neces- 
sary for a complete reporting, and (2) 
they indicate the limited but by no means 
rare cases in which one of the conventional 
statements will double in brass and serve 
the purpose quite adequately of a com- 
plete reporting on management’s per- 
formance of both tasks. 


It 


According to Anton! “‘in essence, funds 
analysis is the study of the flow of funds 
into the business unit and the uses for 
which such funds flow out during the same 
given time period.”’ External transactions, 
then, are involved; so-called internal trans- 
actions, or transfers, amortizations, and 
accruals, do not constitute part of the 
funds flow. This emphasis is both proper 
and important; in fact it constitutes the 
first principle underlying the statement. 
All the examples of funds statements that 
I have seen that are internally consistent, 
logical, and useful in throwing light on 
the financial activities of a concern make 
this distinction in some form or other.” 

To help visualize the problem, a classifi- 
cation of financial flows is attached as 
Exhibit “A”. Basically sound, the classifi- 
cation is not put forward as being neces- 
sarily the best one that can be devised. 
The purpose of the classification at this 


_' Hector R. Anton, A Critical Evaluation of Tech- 
> aed of Analysis of the Flow of Business Funds. Unpub- 
a Ph.D. dissertation, University of Minnesota, 
? The importance for funds analysis of the distinction 
tween external and internal transactions is emp 
sized heavily by Louis Goldberg, “The Funds Statement 
Reconsidered,” THe AccounTInc REviEw, October, 
1951, pp. 485-91. 
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point in the discussion is to make fairly 
concrete the kind of thing we are talking 
about. A good funds statement, then, 
would include some or all of the items in- 
cluded in this classification; it would ex- 
clude other kinds of items found in the ac- 
counts of an enterprise or in its conven- 
tional accounting statements. For those 
who like to play with permutations and 
combinations, this classification is material 
for your recreation. Just by way of illus- 
tration, let us take the conventional form 
of funds statement as it has appeared re- 
cently in some annual corporate reports, 
that is to say, a statement accounting for 
variation in net working capital. Such a 
statement would show explicitly, if at all 
material, items 1, 2, 5, 6, and 7 under 
sources as well as under applications; 
these items might be shown “broad” or 
“netted.” Items 4 and 4(a) under both 
captions would be combined in a net 
source of funds from operations (i.e., profit 
before depreciation and other “nonfund”’ 
charges to operations) ; item 3 would prob- 
ably not be shown at all but instead would 
be buried in net working capital itself. 

If it has escaped attention, one other 
characteristic of the classification should 
be stressed. Each item in the classifica- 
tion constitutes part of a “flow”, a move- 
ment, and refers to the amount received, 
for example, from customers during a 
given time period. None of the items is a 
balance on hand at any point of time. The 
scheme is therefore incomplete because it 
does not tie into anything. But it can be 
made complete (in the logical sense) by re- 
lating it to a “funds balance” at beginning 
and end of period; this can be done in sev- 
eral ways. One form which appears satis- 
factory is appended as Exhibit “B.” 

Before the formal, technical problems of 
the statement are discussed, a word of 
caution may be in order. It is easy to be- 
come overly enthusiastic about the funds 
statement, an enthusiasm not justified by 
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the capabilities of the instrument. True, 
the funds statement does supply informa- 
tion not otherwise available in conven- 
tional statements, but remember that it 
“reverses the accruals” and ignores “in- 
ternal transactions.”” Therefore, in at 
least one respect it is a cruder device than 
an income statement or a balance sheet. 
The “cash-profit” approach of some dis- 
cussions of this problem can easily be over- 
done, and raise more issues than it re- 
solves. 

The positive uses of the funds statement 
and the reasons for the recent upsurge in 
its popularity are interesting. For one 
thing, the recent inflationary movement 
in this country, associated with a high level 
of business activity and high tax rates, 
has posed financing problems on a scale so 
large as to constitute really new problems 
to American business. A statement of 
source and application of funds becomes 
useful in explaining why a net profit of a 
million dollars is not identical with an in- 
crease in funds of the same amount, avail- 
able to increase dividends or raise wages. 
For another thing, the rapid changes of 
prices in an inflation make comparisons of 
income statements difficult; a flow of 
funds analysis may help by submitting a 
more elementary, less sophisticated type 
of statement in addition to the income cal- 
culation. Finally, a further use, widely 
employed by economists, and one in which 
accountants ought to develop an interest, 
is to reveal “distributive shares” in the 
output of a concern or an industry—how 
much “‘take-home pay,” for example, does 
labor actually get, how much do the sup- 
pliers get, how much to creditors, stock- 
holders, government, etc. Properly han- 
died, a statement of funds is better adapted 
to the dissemination of this type of in- 
formation than the conventional income 
statement with its highly abstract, sophis- 
ticated cost allocations and estimates, and 
its completely different orientation. 
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We now proceed to the more formal 
aspects of the topic. Foremost among the 
problems involved is that of a fairly pre. 
cise definition of “funds.’’ A definition jg 
necessary not only to satisfy the niceties 
involved, but also to assist us in the prep- 
aration of the statement and in the resoly- 
tion of new or difficult problems. A defini- 
tion of funds provides this assistance by 
supplying a framework for the whole proj- 
ect, giving us a beginning and an ending 
balance into which the fund flows must fit 
or be reconciled, and thereby leading toa 
second “principle” by which to decide 
whether or not to include a financial event. 

The conventional statement of funds, 
as it has appeared in published annual 
reports of the last ten or fifteen years, 
will serve as a starter. Simply on the basis 
of frequency of appearance, little doubt 
exists that “funds” in these reports are de- 
fined as identical with ‘‘net working capi- 
tal,” that is to say, the difference between 
current assets and current liabilities. This 
definition has the virtues of simplicity and 
of reliance on other widely-used concepts, 
namely, current assets and current liabili- 
ties. These virtues we will stress at the 
moment; its defects will be revealed later. 

Certain consequences flow from the 
definition. First of all, it establishes the 
content of the statement of funds—the 
statement must explain the change, in- 
crease or decrease, in net working capital 
during the period under review. Secondly, 
and perhaps of more importance, it pro 
vides the basis for consistent and logical 
answers to any question that may arise 
with respect to the inclusion or exclusion 
of a financial event, because any external 
transaction that increased net working 
capital is, by definition, a “source” of 
funds, and any external transaction that 
decreased net working capital is, for the 
same reason, an “application” of funds. 

For example, under this conventional 
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definition of funds, a stock dividend should 
not be reflected in a “funds” statement be- 
cause a stock dividend does not involve 
any net working capital account in either 
its debit or its credit aspect. By contrast, 
a cash dividend, when declared, is an ap- 
plication of funds because it results in a 
credit to dividends payable or to cash, 
either of which reduces net working capi- 
tal, and is therefore a part of the funds 
flow. Similarly, a dividend in kind, if it is 
payable in some current asset, also reduces 
net working capital and belongs in the 
funds statement; if, however, it is payable 
in a noncurrent asset (for example, the 
shares of stock of a subsidiary corpora- 
tion) no working capital account is in- 
volved. As a consequence, that transac- 
tion is not logically a part of the funds 
flow. 

The definition adopted also helps re- 
solve questions with respect to amounts 
to be reflected and their classification, as 
well as with respect to the type of event 
to be included. Suppose, for example, that 
a substantial portion of plant is sold for 
cash at a loss. Ordinarily, the financial 
effect of this transaction will be reflected 
in the appropriate property accounts, their 
related depreciation allowances, and in an 
account reflecting the loss on sale of 
property. It may also involve offsets to 
income taxes. Two points seem clear 
enough, (1) the event provided funds, and 
(2) the amount to be reflected in a funds 
Statement is the amount by which net 
working capital increased, in this case, the 
amount of cash received on the sale. But 
this amount is no longer reflected in a 
single account; therefore the bits and 
pieces of the transaction, as they are dis- 
tributed through the property accounts, 
the depreciation allowances, the loss ac- 
count, and possibly the related tax ef- 
fects, should all be combined into one fig- 
ure to show the increase in net working 
capital, the “source” of funds. 
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But the definition of funds as identical 
with working capital apparently possesses 
certain disadvantages. Symptomatic of 
these is the recent experimentation with 
“cash flow” statements in published an- 
nual reports. For example, United States 
Steel and American Phenolic have pre- 
sented two funds statements, one of con- 
ventional type, consisting of a schedule of 
changes in working capital during the 
year, and the other purportedly showing 
the flow of cash in and out of the business. 
These two statements, as published in the 
1952 report of American Phenolic Corpora- 
tion, are appended as Exhibit “C.” 

A record of cash receipts and disburse- 
ments, with the receipts classified by origin 
(e.g., from customers, issues of capital 
stock, borrowings from banks, etc.) and 
the disbursements by object of expendi- 
ture (e.g., to suppliers of materials, em- 
ployees, stockholders, bondholders, etc.), 
while useful in its own way and undoubt- 
edly a form of “funds” statement prob- 
ably is overly-narrow in its orientation. A 
better balance would be achieved if funds 
were defined somewhere between the nar- 
row extreme of cash and the broad extreme 
of working capital; a useful middle point 
is the concept of “net money assets avail- 
able for disposition.’’ Concretely, this con- 
cept consists of the sum of cash on hand 
and in banks, marketable securities held 
as secondary cash reserves, and current 
receivables, less the current liabilities that 
will be paid by quick assets in the near 
future. In brief, funds become identified 
with cash on hand plus cash in process of 
collection minus checks in process of being 
written. Where bank financing is impor- 
tant, as in the American Phenolic case, 
bank loans can be excluded from the cate- 
gory of “funds” and treated as a source or 
application. 

A comparison of the conventional defi- 
nition of funds with the one proposed 
above will indicate that the only major dif- 
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ference between the two is the treatment 
of inventories. Under the conventional 
definition, inventories are included as a 
part of net working capital, the funds bal- 
ance itself. In the proposed definition, in- 
ventories are treated as a source of funds, 
when they are sold to customers, and as 
an object for the application of funds when 
debts are incurred to move them from the 
materials stage through process and into 
finished goods. This latter treatment seems 
more in accord with the function of inven- 
tories in a going concern. Of course, when 
the “inventories” are in reality indistin- 
guishable from receivables, they should 
be classed with the purely financial items. 
The reference here is to the output of a 
gold or silver mine or the work done on a 
cost-plus-fixed-fee (CPFF) contract. 

Regardless of the definition of “funds” 
adopted, certain types of financial events 
that ought to be included will be omitted, 
unless the first principle previously enun- 
ciated is invoked. This first principle 
states that we are dealing with external 
transactions. The type of transaction that 
is likely to be left out, if attention is fo- 
cussed too narrowly on the definition of 
funds, is the barter deal or the deferred- 
payment transaction. Take the case of a 
building acquired for 10 per cent cash and 
90 per cent first-mortgage bonds. Whether 
funds are defined narrowly as cash, or less 
narrowly as “net disposable money as- 
sets,” or broadly as net working capital, 
only the 10 per cent down-payment re- 
sults literally and directly in a decrease 
(application) of funds. Still, the whole 
event is important, and, under the first 
principle, should be reflected by showing 
an application of the full amount of the 
purchase price of the building and a source 
of funds equal to the bonds accepted by 
the vendor. When the bonds are retired, 
the statement for that period should show 
an appropriate application of funds to re- 
tire long-term debt. 
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A rationale in the form of a presumed 
hypothetical intermediate cash transag. 
tion is theoretically satisfactory. Under 
this explanation, the event is treated as 
though the bonds were issued for cash, 
and the cash used to buy the building, But 
this type of explanation leaves the way 
open for other hypothetical interpreta. 
tions which may not be so acceptable, and 
furthermore, is unnecessary. It is better, 
with any definition of funds, to refer back 
to our first principle, namely, that we are 
dealing with relationships between the 
concern and the outside world, and include 
these barter deals and deferred-payment 
arrangements explicitly, rather than by 
the back-door of hypothetical intermedi- 
ate transactions. 

Certain other characteristic problems 
arise in the preparation of a funds state. 
ment. Noncash gifts and subsidies, for ex- 
ample, have no impact on funds; yet the 
amount involved may be material and the 
reporting essential to a full disclosure of 
the way in which the enterprise is being 
financed. These gifts and subsidies should 
be included as (a) funds provided by the 
donor and (b) applied to the object re 
ceived. Gifts or subsidies in the form of 
cash do increase funds, however defined, 
and will appear in a funds statement. 

An example of this type of problem 
comes to mind. A hospital, newly-formed, 
acquired equipment for cash, and then 
was reimbursed for its actual expenditures 
by a governmental agency. In this form, 
no difficulty arose in the preparation of a 
funds statement—the hospital had clearly 
applied funds to acquire equipment; the 
hospital had clearly received funds from 
an outside source when it was reimbursed 
for its earlier outlays on equipment. But 
suppose the governmental agency had 
acquired the equipment itself and made 
the gift (subsidy) to the hospital in kind. 
No cash (or other fund account) would § 
have been involved on the hospital’s rec 
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ords. Yet it seems clear that the two forms 
lead to identical results; the substance 
should prevail in the preparation of a 
funds statement as in the case of any other 
accounting report. 

One additional observation may be use- 
ful. Notice that we are not concerned with 
the classification of a gift or a subsidy as 
an increase in capital or in earnings, or in 
neither. We are concerned solely with the 
fact that a financial event occurred involv- 
ing the entity and an outsider; when we 
report that event, we have fulfilled the re- 
quirements of a funds statement. In the 
related but not identical problem of income 
measurement or the reporting of financial 
position, the question of the proper classi- 
fication of a gift or subsidy as between 
capital and income will have to be faced. 
But not in a funds flow analysis. As a 
consequence, a funds statement will re- 
flect the event in identical fashion, regard- 
less of the manner in which it was reflected 
in the records—records which are conven- 
tionally designed primarily to assist in the 
determination of periodic income. 

Another problem is the treatment of de- 
preciation and other amortization. No 
extended analysis of this warhorse is neces- 
sary; instead a few observations will be 
made. First, the application of funds to the 
depreciable or amortizable item is reported 
in the period of its acquisition. Second, de- 
preciation itself is omitted from the funds 
statement because it is a cost or expense, 
properly recognized in the measurement 
of income, which does not require the ap- 
plication of funds, however defined, in the 
current period. Third, any attempt to 
show depreciation as a “source” of funds 
is awkward, unnecessary, misleading, and 
just plain wrong. The reference here is to 
the widespread practice of adding back 
depreciation to the net profit figure to get 
the amount of funds provided by opera- 
tions. This is a worksheet adjustment, and 
does not belong in a formal statement. The 


381 


figure we are after, and that we usually 
get by this adjustment, is the amount of 
funds provided by operations before de- 
ducting a nonfund item such as deprecia- 
tion expense. Fourth, the depreciation 
adjustment may be incomplete in a manu- 
facturing concern—a considerable amount 
of depreciation may be tied up in inven- 
tories, and ought to be reversed. 

Another problem is the tendency to 
want to reverse the entries for estimated 
uncollectible receivables. Except where 
funds are defined as cash, and the funds 
statement accordingly becomes a report 
of cash receipts and disbursements, this 
type of reversal is not warranted. Current 
receivables are a part of funds; the allow- 
ance for bad debts is an attempt to reflect 
those receivables on a net collectible basis, 
and should therefore be left alone in a 
funds analysis. Perhaps the difficulty 
arises when the analyst recognizes quite 
correctly that the charge to income for 
bad debts is not an application of funds. 
But the proper treatment in this instance 
is not to reverse the entry as a nonfund 
adjustment, similar to depreciation. Rather 
the charge to income should be interpreted 
as a revenue-deduction item, a correction 
of an otherwise overstated revenue ac- 
count. If the bad debts debit is so inter- 
preted, and it is the correct interpretation, 
no difficulty on this score will be encount- 
ered in the preparation of a funds state- 
ment. 

A loss on the conversion of any funds 
item constitutes an outflow of funds, a 
diminution in the “pool” of homogeneous 
elements; as a consequence the loss would 
usually be classified as an “application” 
of funds. For example, assume that mar- 
ketable securities, held as a secondary cash 
reserve, and reflected in the books at their 
cost of $100,000 are sold this period for 
$95,000. Assume also that in this same 
period a theft of $5,000 cash takes place, 
without recovery of any sort. Each loss 
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of $5,000 represents an “outflow” of 
funds, and should be so reported, even 
though the events themselves were un- 
planned and undesirable. The related case 
of a gain on the conversion of a funds 
item is clearly an inflow of funds, classified 
usually among the sources. 

The treatment of inventories as a source 
of funds or an object of their application 
has already been urged primarily on the 
basis that inventories, in the usual case, 
are too important to be buried in a net 
working capital figure and require sub- 
stantial outlays to move out to customers.® 
The sales figure is of course identical with 
the funds provided by customers during 
the period. The application of additional 
costs to process the inventory in the cur- 
rent period can be calculated in total by 
a simple formula, namely, the cost of 
goods sold plus the difference between the 
ending and the beginning inventories. In 
the case of the so-called actual cost sys- 
tems, this formula will always hold re- 
gardless of the method of inventory pric- 
ing employed, whether cost or market, 
first-in, first-out, last-in, first-out, or aver- 
age cost. The formula yields a total figure; 
it will not give the breakdown of the costs 
among labor, materials, supplies, etc. 

In the case of a standard cost system, 
the formula just given will also hold, pro- 
vided the variances are closed out at the 
end of the period to inventories and to 
cost of goods sold. If the variances are 
instead carried direct to income, the for- 
mula, as it stands, will calculate funds ap- 
plied at standard, which is presumably not 
satisfactory in a funds analysis. Conse- 


* Where the finished goods or merchandise is vir- 
tually as good as cash the conventional inclusion of in- 
ventories in the funds total is satisfactory. In addition 
to inventories of precious metals and costs tied up in 
CPFF contracts, inventories of commodities for which 
a highly-organized spot and futures market exists would 
qualify for inclusion. The case for inclusion is especially 
strong if these types of inventories are stated at net 
realizable value instead of at cost, because cost does not, 
except by coincidence, measure the inflow of funds from 
the holding of highly-marketable inventories. 
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quently, the formula should be expanded 
to include “plus or minus the standard 
cost variances.” 

As the last problem to be discussed, con. 
sider the situation when a previously non. 
current item becomes current, without an 
actual transaction with an outsider. Spe. 
cifically, consider the case of the current 
portion of a serial bond issue. Each year a 
new series is detached from the long-term 
debt and placed among the current debts, 
indicating payment in the near future. In 
a funds statement, this amount is treated 
as an application for the same reason that 
a dividend declaration is so treated, 
namely, that payment in the normal course 
of events is automatic in the short-term. As 
a consequence, the pool of net disposable 
money-assets or of net working capital 
is diminished. In either case we have a 
clear case of an event giving rise to a de- 
cline in funds. 


IV 


In the process of preparing the funds 
statement, several methods are available. 
Vatter, of the University of Chicago, has 
proposed the derivation of data from direct 
posting to T-accounts.* 

Others have stressed the desirability of 
inserting a summary analysis of nonfund 
accounts in audit working papers, thereby 
also obtaining directly the necessary data, 
as under Vatter’s proposal, but without 
the intervention of actual accounts. This 
procedure is illustrated in Finney and 
Miller, Principles of Accounting: Inter- 
mediate, 4th Edition, and in Holmes and 
Meier, Intermediate Accounting, Revised 
Edition. The most widely-used method, 
however, is the process of adjusting 
changes derived from comparative balance 
sheets, as supplemented by an analysis of 
income and retained earnings. 

4Wnm. J. Vatter, “A Direct Method for the Prepara- 
tion of Funds Statements,” Journal of Accountancy, 


ee 1946, pp. 479-89; also see “Correspondence” in the 
eptember 1946 issue of the same Journal, pp. 256-5/. 
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If this procedure is followed, certain 
technical problems arise which are similar 
regardless of the definition of funds em- 
ployed. These may be summarized briefly 
as follows: 

(1) Reverse the differences in account 
balances representing transactions not 
involving funds; (example: the deprecia- 
tion entries) 

(2) Reinstate any transactions involv- 
ing funds that are suppressed in the usual 
accounting process; (example: sale of a 
noncurrent asset) 

(3) Combine and reclassify the remain- 
ing items to bring the bits and pieces of 
funds data together. 

In the worksheet itself, the funds anal- 
ysis should be quite detailed in order to 
insure that no important aspect of the fi- 
nancial flow has been omitted, overlooked, 
or underestimated. But in the statement 
itself, as in any financial statement that 
we prepare, similar items should be judi- 
ciously combined and grouped, important 
aspects played up, and minor, inconse- 
quential flows thrown into a “miscellane- 
ous” or “all other” category. No one 
would disagree with the basic soundness 
of these commonsense rules of presenta- 
tion of data. But a related problem lurks 
in the background on which there is no 
unanimity of opinion or of practice. The 
reference is to the extent to which similar 
sources and applications should be set off 
against each other. For example, all would 
agree that if X Company borrowed 
$1,000,000 from each of three different 
banks, we would meet all the niceties of 
disclosure and relevance if we reported a 
source of funds of $3,000,000 from bank 
borrowings; no one would insist that we 
ought to spell out the three separate bor- 
rowing operations. But suppose during the 
same period, X Company also paid off 
$1,500,000 of other bank loans. Should we 
now report a source of funds of $3,000,000 
and an application of funds of $1,500,000 
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or should we be content with the disclosure 
of a net source of funds of $1,500,000 from 
bank borrowings? 

Of more substance is the treatment of 
the funds flows generated by operations. 
Specifically, the reference is to the source 
of funds tapped by sales to customers and 
the applications of funds to wages, ma- 
terials, etc. The reflection of a single 
source of funds from operations, calculated 
by adding nonfund charges to net profit, 
is found in most published analyses of 
changes in net working capital. But this 
practice may be omitting data on signifi- 
cant changes. Notice, for example, the 
difference in mode of treatment of the 
operating items in the American Phenolic 
data, attached. In the statement of 
changes in working capital, funds provided 
by operations are shown conventionally 
in two figures, net profit for the year, and 
provision for depreciation. In the state- 
ment of cash receipts and disbursements, 
however, the influence of operating items 
is reflected in one item, sales, under re- 
ceipts, and in four items under disburse- 
ments (specifically, materials, supplies 
and services; salaries and wages; taxes; 
and interest). The recommendation here 
being urged is to set forth a funds state- 
ment more along the lines of American 
Phenolic’s “cash flow” than along the 
lines of the same company’s working capi- 
tal analysis. Fundamentally, the point be- 
ing made is that we should cuard against 
unwarranted inferences as tu causal rela- 
tionships, particularly when an applica- 
tion of funds is subtracted from an im- 
portant source of funds, and the difference 
only then set forth in a formal statement. 

Part of the difficulty here stems from 
the fiction that the funds statement is an 
attempt to explain what became of the 
profit, and that accordingly the tie-in 
must be with the net income figure. But 
even a casual examination of published 
funds statements will reveal that (a) they 
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display sources and applications of funds 
beyond those connected with operations, 
and (b) they tie in with net working capi- 
tal, or cash, or some other concept of 
funds, but not with net profit. No one can 
ever tell what became of net profit, a calcu- 
lated magnitude, the difference between 
revenue and expense. We can tell a great 
deal however about the inflow of funds 
generated by sales, by borrowings, by 
issues of shares, and by other means, and 
the outflow of funds related to the services 
of employees, of suppliers, of lenders, of 
stockholders, etc. The influence of income- 
measurement is strong; it has obviously 
dictated the central position of the income 
statement. It has less obviously but never- 
theless just as certainly dictated the form 
and content of the balance sheet. To judge 
by published statements, it has also influ- 
enced the form and content of the funds 
statement. But the proper function of a 
funds statement is not to tell us more 
about the income-generating and income- 
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measuring processes, but rather to dis. 
close data on the related but nevertheless 
distinct task of financial management of 


the enterprise. 
Exhibit A 
Financial Circulation— 
A Classification 
Funds are derived from 

1. Contributions of stockholders; 

2. Long-term loans, e.g., mortgages, bonds, equip. 
ment contracts; 

3. Short-term loans supplied primarily by commer. 
cial banks; 

4. Sales to customers. This class includes reduction of 
inventories; 

4(a). Government subventions not included in (4), 
above, such as subsidies to airlines, steamship 
companies, etc.; 

5. Disposal of noncurrent investments; 

6. Disposal of plant, property, and equipment; 

7. All other sources, e.g., gifts. 

Funds are used to 

1. Cover dividends and redeem shares of stock; 

2. Services and retire long-term debt; 

3. Service and pay short-term loans; 

4, Cover operating costs, such as labor, materials, 
supplies, etc, This class includes increase of inven- 
tories; 

4(a). Pay taxes not included in (4), above; 

5. Acquire noncurrent investments; 

6. Acquire plant, property, and equipment; 

7. Cover all other applications, e.g., loss by embezzle- 
ment. 


X COMPANY 
FUNDS STATEMENT 
to 


For Period from 


Funds, -beginning of period 


Fund changes during the period: 


I. Net funds from operations (profit or loss as adjusted for non-fund items)—See 


II. Funds transactions with stockholders 
Dividends paid 
Investments 
III. Funds transactions with long-term creditors 
Sale of bonds 


IV. Funds transactions, involving plant and inventories, etc. 


Plant, intangibles, and investments 
Decrease in inventories 


Net increase (decrease) in funds (See Schedule A) [Not reproduced] 


Funds, end of period 
Adapted from Hector Anton, op. cit., p. 107. 


Nore: Anton concludes that, on balance, a reflection of net funds from operations fits in most closely with cur- 
rent practice and its apparent objectives. My own preference is for more detail, at least to the extent of revealing 
sales and the major operating costs. But in either case, the classification and form illustrated above will serve the 


purpose. 
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Exhibit C 
AMERICAN PHENOLIC CORPORATION 
Statement of Changes in Working Capital 
Year Ended December 31 
1952 1951 
Working Capital—Beginning of $ 2,904,385 $ 3,845,476 
Funds Provided— 
Proceeds from sale of fifteen year 44% sinking fund notes.................... 2,000 ,000 — 
Funds Applied— 
Provision for sinking fund wees payment of long-term loans............... 969 ,049 232,950 
Dividends declared. 380 , 532 320,016 
Net increase or decrease in working capital. $ 1,601,567 $ 941,091 
AMERICAN PHENOLIC CORPORATION 
Statement of Cash Receipts and Disbursements 
Year Ended December 31 
1952 1951 
Receipts— 
Refund of prior year’s Federal income taxes and renegotiation................. _ 261 
Disbursements— 
Taxes, including purchase of U.S. Treasury tax savings notes................. 4,195,700 1,205 ,563 
Debentures purchased, including deposits with Trustee for retirement of long-term 
$ 725,464 $ 494,685 
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tion, the numbers of new Associate Memberships are reported by schools. These 


Fé THE INFORMATION of teaching members of the American Accounting Associa. 


include all applications processed by our Secretary’s Office during the period of 
August 17, 1955 through April 13, 1956. 
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Husson College 
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Rutgers University 


Akron University 

Bowling Green State University 
Canisius College 

De Paul University 

George Washington University 
Iona College 

Kansas State Teachers College 


Arizona State College 
Assumption College 

Bob Jones University 
Boston University 
Brooklyn College 
Brooklyn University 
Catawba College 

Central Missouri State College 
Duke University 

Elon College 

Fairfield University 
Harding College 

Howard University 
Indiana University 

Jersey City Junior College 
Johns Hopkins University 
Laredo Junior College 
LaSalle College 

Loyola University 
Marquette University 


Over 200 members 
University of Miami (245) 
100-200 members 


New York University (106) 
University of Georgia (108) 


50-100 members 


Michigan State University (71) 

Ohio State University (52) 

University of California, Los Angeles 
80 


University of Colorado (66) 


40-50 members 


New York State Agricultural and 
Technical Institute 

University of Detroit 

University of Massachusetts 


30-40 members 


University of Alabama 
University of California 
University of Michigan 


20-30 members 


LaSalle Extension University 
Miami University (Ohio) 
Northwestern University 
Pace College 

Quinnipiac 

Rider College 

Sacramento State College 
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Stetson University 


10-20 members 
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Niagara University 
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Southern Methodist University 
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University of Arizona 
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A& T College of North Carolina 

American University 

Anderson College 

Arizona School of Business Admin- 
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Baltimore College of Commerce 

Becker Junior College 

Bloomsburg State Teachers College 

Bradley University 

Bridgewater College 
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ORIGIN OF THE TRIAL BALANCE* 


EDWARD PERAGALLO 
Professor, College of the Holy Cross 


procedures found its inception in 
the spectacular expansion of com- 
merce that occurred in Italy after the Cru- 
sades. The inadequacy of the crude record- 
keeping procedures in use at that time, 
made it imperative to devise more efficient 
methods of bookkeeping to record the in- 
creasing flow of complex transactions of a 
fast growing foreign trade. From this 
mammoth growth of business, double- 
entry gradually evolved. It is fairly weil 
established that it originated and de- 
veloped in Italy during the thirteenth and 
fourteenth centuries, though the exact 
time, manner, and locality are a matter of 
conjecture. Paucity of merchants’ records, 
which have survived of this early period, 
is the reason for this uncertainty.! 
Because of this lack of basic business 
data, scholars have turned to the study of 
the works of the early writers on double- 
entry bookkeeping. The first known work 
of importance to appear was Paciolo’s 
Summa,’ published in 1494, in which he 
includes a treatise on the double-entry 
system then current at Venice. This, how- 
ever, was the end of the fifteenth century. 
Double-entry had already been in use for 
a long time. The earliest known double- 
entry records, fragmentary though they 
be, are the Massari Ledgers of 1340* of the 


bookkeeping and its 


* This article will be included in the forthcoming 
book entitled Studies in the History of Accounting. This 
volume is being compiled and edited by Professor A. C. 
Littleton and Mr. B. S. Yamey and will appear under 
the auspices of the American Accounting Association 
and the Association of the University Teachers of Ac- 
counting (of the United Kingdom). 

' E. Peragallo, Origin and Evolution of Double-Entry 
Bookkeeping (1938), p. 1. 

* Fra Luca Paciolo, Summa de Arithmetica Geometria 
Proportioni et Proportionalita. Distintio Nona-Tractatus 
XI, Particularis de computis et scri pturis (Venice, 1494). 


Commune of Genoa, which date a century 
and a half earlier. Paciolo’s Summa, be- 
cause of its late appearance, yields very 
little light on the origins of double-entry 
procedures. The system he describes is a 
mature system, fully developed and thor- 
oughly tested by the exigencies of trade. 

The ambiguity of terminology, in the 
works of the early writers on bookkeeping, 
has caused confusion among recent writers 
about the nature of some of the recording 
procedures and the manner in which they 
were applied. The trial balance is one such 
procedure. Lack of clearness in Paciolo’s 
text is responsible for the belief that both 
the “‘bilancio del libro” (balance of the 
ledger), and the “summa summarium”’ 
(sum of sums), as described by Paciolo, 
were trial balances and that the two terms 
refer to the same bookkeeping procedure. 
But this is not so. They refer to two sep- 
arate and distinct procedures. To clear the 
issue, both procedures will be described 
and traced through the writings of the 
principal authors of the fifteenth and six- 
teenth centuries. 

The “‘bilancio del libro,”’ as explained by 
Paciolo, concerns the basic characteristic 
of duality of entries in the ledger, kept on 
a double-entry basis, and the check of this 
duality of entries by a trial balance. In 
Chapter fourteen of his Summa, Paciolo 
clearly delineates the need to maintain 
the duality of entries when he says: 
“« _. . and therefore never must an amount 


3’ Raymond De Roover says that additional original 
sources have recently been uncovered in Florence which, 
if they prove to be double-entry would date the earliest 
known double-entry records to at least 1296 instead of 
the 1340 of the “Massari Ledgers.” “New Perspectives 
on the History of Accounting,” Tae AccounTING 
REviEw, July 1955. 
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be entered in credit which is not also en- 
tered in the same amount in debit.’ 

The duality of entries of the ledger thus 
established, Paciolo then turns his atten- 
tion to the trial balance as a check on the 
equality of the debits and credits. In 
chapter thirty-six, he says: “The (trial) 
balance of the ledger is understood to be a 
sheet of paper creased lengthwise on the 
right hand of which are copied the credits 
of the ledger and on the left hand the 
debits; and check if the sum of the debits 
is the same as that of the credits, and if 
that is so the ledger is correct.5 The same 
point is made, but less succinctly, in chapter 
fourteen. 

Despite previous statements of the 
writer to the contrary,’ it is obvious that 
Paciolo was fully aware of the true con- 
struction and function of the trial balance. 
Yamey correctly stated this, but unfor- 
tunately referred to Manzoni’s “summa 
delle summe’”’ as a proper trial balance.’ 
Hatfield also made the same mistake when 
he identified Paciolo’s “summa summa- 
rium” as a trial balance.’ 

Paciolo uses his “summa summarium,”’ 
literally the “sum of sums,” as a final 
proof of the closing of a ledger, whose 
balances are transferred to a new ledger. 
He explains this closing procedure at some 
length. In chapter thirty-two he begins by 
saying: “...now one must state the 
method of transferring one ledger to an- 
other, when one wants to change ledger 
because it is full, or because of a new year, 


* Paciolo, op. cit., chapter 34. “ . . . e cosf mai si deve 
mettere cosa in avere che ancora quella medesima con 
suo ammontare non si metta in dare.” 

5 Ibid., chapter 36. “Il Bilancio del Libro s’intende 
un foglio piegato per lo lungo sul quale dalla mano 
destra si copiano i creditori del Libro e dalla sinistra i 
debitori; e vedi se la somma del dare é quanto quella 
dell’avere, e allora il Libro sta bene.” 

* Peragallo, op. cit., p. 64. “Origin of the Trial 
Balance,” Journal of Accountancy, Nov. 1941, p. 448. 

7 Basil S. Yamey, The Functional Development of 
Double-Entry Bookkeeping, Accounting Research Asso- 
ciation, Bulletin No. 7, 1940, p. 22. 

® Henry Rand Hatfield, “Neither Pietra nor Flori,” 
Journal of Accountancy, Feb. 1943, p. 165. 
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the latter being customary to do in famous 
places, where leading merchants observe 
the practice every year. And this act to. 
gether with the following is called the ‘bal. 
ancing of the ledger’ (bilancio del libro), 
This latter, incidentally, illustrates an. 
other use of the term “balancio del libro,” 
The variety of meanings which Paciolo 
attached to this term is probably the rea. 
son for some of the confusion that oc- 
curred. 

In chapter thirty-four of his Summa, 
Paciolo gives a detailed exposition of the 
ledger-closing procedure. He begins with 
the closing of accounts which are to be 
transferred direct from the “Cross” ledger 
to the “A” ledger,’ such as cash, capital, 
merchandise, fixtures, establishments, 
debtors, creditors, etc. But, says Paciolo, 
there are certain accounts which one may 
not wish to transfer to the new ledger, such 
as expenses and income. These accounts 
are of a private nature and should there- 
fore be closed into the profit-and-loss ac- 
count, the latter in turn being closed into 
the capital account. The capital account, 
following the similar treatment of the as- 
set and liability accounts, is then closed 
and its balance transferred to the new 
ledger. This is usually the last entry, which 
finally closes the old ledger." 

® Paciolo, op. cit., chapter 32. “ . . . bisogna ora dar 
modo al riporto di un Libro in altro, quando volessi 
mutar Libro per cagion che fosse pieno, ovvero 
ordine annuale di millesimo, come il pia si costuma fare 
per luoghi famosi, che ogni anno, massime a millesimi 
nuovi, i gran mercatanti sempre lo osservano. E questo 
atto insieme con li seguenti é ditto Bilancio del Libro.” 

© It was the practice in early double-entry book- 
keeping to distinguish the ledgers of succeeding periods 
with letters, the first one beginning with +, the next 
with “‘A,” and the rest following alphabetically. 

4 Paciolo, op. cit., chapter 34. “E cosi anderai sal- 
dando tutte le partite nel Libro croci, che tu intendi 
portare in Quaderno A, di Cassa, Cavedal, robe, 
mobili, stabili, debitori, creditori, uffici, sensarie, pesa- 
dori di comune, ecc. coi quali si usa alle volte andare 
a conto lungo. Ma quelle partite che non volessi portare 
in ditto Quaderno A (che potrieno essere quelle che solo 
a te s’appartengono, e non sei obbligato a segnare conto 
ad alcuno, come son spese di mercanzia, spese di casa, 
entrata, uscita e tutte spese straordinarie, fitti, pen- 


sioni, feudi o livelli...) queste simili convengonsi 
saldare nel medesimo Libro croci nella partita del Préet 
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At this point Paciolo introduces his 
“summa summarium.” He says: “and in 
this manner,” as set out in the preceding 
paragraph, “‘is closed all of the first ledger 
with its journal and memorandum book. 
And so that this will be clearer, the fol- 
lowing additional check of the ledger-clos- 
ing will be made: That is, add all! the debit 
entries (of each account) of the Cross 
ledger (the old closed ledger) and place 
them on the left hand side of a sheet of 
paper, and add all the credit entries (of 
each account) and place them on the right 
hand side; and now add these other sums 
and the total sum of all the debits will be 
called ‘summa summarium,’ and the same 
will be done of all the credits which total 
will also be called ‘summa summarium’; 
... Now if these two ‘summe summa- 
rium’ areequal . . . it will be reasoned that 
the ledger was well managed, kept and 
closed... but if one of the two ‘summe 
summarium’ is larger than the other then 
that would denote an error in the ledger.’””” 

At first this may appear to be a trial 
balance, but a closer examination will dis- 
close that this is not the case. Paciolo 
makes the ‘‘summa summarium” after the 
balances of all open accounts, with the ex- 


Danno. .. . E cosi tutte le avrai saldate in questa del 
Prd et Danno, dove subito poi, somando sua dare e 
avere, potrai conoscere tuo guadagno e perdita.... E 
veduto che avrai per questo |’utile e danno tuo seguito, 
allora questo salderai nella partita del Cavedale, dove 
nel principio de! tuo maneggio ponesti lo inventario di 
tutta la tua facolta....” 

® Ibid., chapter 34. ‘‘E cosi sia saldo tutto il primo 
Quaderno con suo giornale e Memoriale. E acciéd sia pid 
chiaro, di ditto saldo farai questo altro scontro: cio 
sommerai in un foglio tutto il dare del Quaderno croci e 
ponlo a an sinistra, e sommerai tutto suo avere e ponlo 
a man destra; e poi queste altre somme risommerai e 
farane di tutte quelle del dare una somma che si chia- 
mera summa summarium, ecosi farai una somma di tutte 
quelle dell’avere che si chiamera ancor lei una summa 
summarium ; ma la la sara summa summarium del dare, 
¢ la 2a si chiama summa summarium dell’avere. Ora se 
queste due swmme summarium saranno pari, cioé che 
tanto sia |’una quanto |’altra uguali, quella del dare e 
quella dell’avere, arguirai il tuo Quaderno essere ben 
guidato, tenuto e saldato, per la cagione che di sopra nel 
capo 14 fu ditto; ma se |’una di ditte summe summarium 
avanzasse l’altra dinoterebbe errore nel tuo Quaderno.” 
(Brackets added.) 
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ception of the nominal accounts, have 
been transferred direct to the new ledger, 
without first routing them through the 
capital account or any formal balance ac- 
count. After this the old ledger is bound 
to balance in all cases, even if it had been 
full of errors, because the two sides of each 
account have been made equal by insert- 
ing its balance to transfer to the new 
ledger. A trial balance of a closed ledger is 
no trial balance at all. 

This obviously means that Paciolo used 
his “summa summarium”’ to serve exactly 
the purpose he intended, which is to prove 
the correctness of the closing of the ledger, 
and not for the purpose of a trial balance 
in the modern sense. If one takes a sup- 
posedly closed ledger and adds up all the 
debits on the one hand and all the credits 
on the other and there should happen to 
be among these an account not yet closed, 
it is obvious the two totals will not equal. 
Naturally, this will indicate that the ledger 
is not completely closed. This is exactly 
what Paciolo wanted to find out with his 
“summa summarium.” It is the last step 
in his ledger-closing procedure, and it is 
not in any sense a trial balance as we un- 
derstand it. 

Paciolo, however, was also aware of the 
use of the trial balance as a guide for the 
transferring of accounts from one ledger to 
another. In the last few paragraphs of his 
last chapter, he says: “If the ledger is 
filled or old, and you want to transfer its 
accounts to a new ledger, proceed as fol- 
lows: .. . take off the trial balance (bilan- 
cio del libro) of the old ledger and be cer- 
tain that it is correct and equal, as it neces- 
sarily must be, and from this trial balance 
copy all the credits and the debits into the 
new ledger, all in the order they appear in 
the trial balance, leaving sufficient space 
between each account as you think will 
be needed....In this manner the old 
ledger is transferred to the new ledger. 
Now in order to cancel the old ledger it 
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would be wise to close each open account 
using the trial balance as a guide, that is, 
if an open account in the old ledger is a 
credit, as you will notice in the trial bal- 
ance, debit it saying: ‘the credit baiance 
of this account is entered as a credit in the 
new ledger on page . . . ’. And in this man- 
ner you will have closed the old ledger and 
opened the new ledger.” 

In effect, Paciolo uses the trial balance, 
in this instance, as a balance account, the 
only difference being that it was not in- 
cluded as an account in the old ledger, but 
was drawn up as a separate statement out- 
side of the ledger. It should be observed, 
however, that in practice, bookkeepers 
were already using the balance account as 
an account in the ledger for a good many 
years before Paciolo. Andrea Barbarigo, 
a Venetian merchant, used such an ac- 
count in his records of 1434.“ Apparently 
both procedures were in use at that time. 

It may be of interest to note that the 
type of “bilancio del libro” we are con- 
sidering is also a post-closing trial balance, 
because it is drawn up after the nominal 
accounts have been closed into the capital 
account. Furthermore, it should also be 
noted that in the ledger-closing procedure 
described by Paciolo, the trial balance 
(bilancio del libro) is drawn up first before 
the transferring of the accounts, whereas 
the “summa summarium” is prepared 
from the accounts of the old ledger only 


3 Ibid., chapter 36. “Quando il Libro fosse tutto 
pieno o vecchio, e tu volessi ridurlo a uno altro Libro 
nuovo, fa cosi: . . . E di poi levare il Bilancio del Libro 
vecchio che sia giusto e pari, come debbe essere, e da 
quello Bilancio copiare tutti i creditori e debitori in sul 
Libro nuovo, tutti per ordine come elli stanno in sul 
Bilancio, e fare i debitori e creditori ciascuno da per sé 
e lascia tanto spazio quanto tu arbitri avere a travagliare 
con seco. .. . E cosi é ridotto al Libro nouvo. Ora per 
cancellare il Libro vecchio ti conviene a ciascun conto 
acceso, ispengnerlo con lo Bilancio sopra ditto, cioé se 
uno conto del Libro vecchio sara creditore, che lo 
vederai per lo Bilancio, faralo debitore, e dirai: per 
tanti resta avere a questo conto posto debbe avere al 
Libro nuovo segnato B a carte. . . . E cosi avrai spento 
tutto il Libro vecchio e acceso il Libro nuovo.” 

-— Besta, La ragioneria (Milano 1929), vol. 3, 
p. 
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after they have been closed and their 
balances transferred to a new ledger. This 
should be convincing proof that Paciolg 
was describing two separate procedures 
when he was writing about the “bilancio 
del libro” and the “summa summarium.” 

It is, therefore, evident that Paciolo 
fully understood the trial balance and its 
uses as a check on the equality of the 
debits and credits and as a guide for the 
transferring of accounts from one ledger 
to another. It is also evident that the trial 
balance was fully known and in general 
use at the end of the fifteenth century, 
since Paciolo himself says that he is merely 
describing the Venetian method of book. 
keeping, “which among all others it is 
certainly the best.’”® What is not so clear 
is whether use was made of Paciolo’s 
“summa summarium” in the bookkeep- 
ing of the day. Whereas the trial balance 
remained an accepted bookkeeping pro- 
cedure, the “summa summarium,”’ as it 
had originally been conceived, seems to 
have had a short existence. 

Manzoni, who published his Quaderno 
Doppio in 1540,'* continued to use it. His 
work is important because of the set of 
double-entry books which accompany his 
text, the latter being nothing more thana 
copy of Paciolo’s with minor changes. 
This should not be surprising, considering 
that plagiarism was a common practice 
until recent times. 

A study of his double-entry books shows 
that Manzoni clearly understood the basic 
characteristic of duality of entries. How- 
ever, one looks in vain for a trial balance. 
Curiously, he correctly describes it in his 
text, but since it is taken verbatim from 
Paciolo, it is to be wondered if he really 
understood it. Furthermore, in chapter 


16 Paciolo, op. cit., chapter I. “E servaremo in esgoil 
modo di Vinegia, quale certamente fra gli altri @ molto 
da commendare e mediante quello in ogni altro si poss 
guidare.” 

46 Domenico Manzoni, Quaderno Doppio col sw 
Giornale, secondo il costume di Venezia. (Venice 1540). 


four, ¥ 
(bilanc 
bis ihe 
examp 
nothin 
summ 
ledger 
Paccio 
balanc 
It si 
stood 
entrie! 
fatho 
But t 
in his 
have 
Thi 
(as re 
rectly 
balan 
balla 
stood 
in len 
wise 
uppo 
shal « 
acco 
left 
cordi 
sum 
the 
sum: 
bee 
appe 
haue 
ifest 
him, 
vers. 
delle 
duced 
debit 
cash) 
been 
ledge 
18 
how 1 
ond 


Origin of the Trial Balance 


four, where he describes the trial balance 
(ilancio del libro), he refers the reader to 
| his “summa delle summe”’ in his worked 
aample as an illustration of it. This is 
nothing more than Paciolo’s “summa 
gmmarium,” the last test of a closed 
ledger, worked out exactly according to 
Pacciolo’s instructions. It is not a trial 
balance at all.?? 

It seems rather odd, that having under- 
stood the basic characteristic of duality of 
eitries, that Manzoni should not have 
fathomed the true nature of a trial balance. 
But that seems to be the case. Nowhere 
in his set of double-entry books does he 
have a trial balance. 

Three years later in England, Oldcastle™® 
(as reprinted by John Mellis in 1588) cor- 
rectly reiterates the description of a trial 
balance. He says in chapter XXV: “The 
ballance of your booke is to be under- 
stoode, a leafe of paper disposed and made 
inlength and cressed in the middes, in such 
wise that it haue two faces in plaine sighte, 
uppon which leafe on the right side, yee 
shal copy al the Creditors, with the restes 
according to your Leager, and uppon the 
leit side the Debitors, with their rests ac- 
cording. That don, beholde if that the 
summe of the Debitor, be as much as is 
the summe of the Creditor, and yf the 
summes of money, of Debitor and Creditor 
bee like, than is your ballance well, and 
appeareth evidently, that your bookes 
haue been orderly kept & gouerned.”’ Man- 
ifestly, Oldcastle, as Manzoni did before 
him, based his work on Paciolo’s or some 
version of it. This is an eloquent testimony 


 Peragallo, op. cit., p. 64. An extract of a “summa 
elle summe” from Manzoni’s worked example is repro- 
duced on page 64. This shows that every entry has 
debit and credit equal, and the same account title (e.g. 
cash) often appears more than once, as balances have 
a carried forward from one page to another in the 
ger. 

“Hugh Oldcastle, A briefe instruction and maner 
how to keepe bookes of accompts after the order of Debitor 
ond Creditor... . By the three books named the Memoriall, 
Journal and Leager. (London, 1543). 
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to the wide appeal of double-entry book- 
keeping and of its spread throughout Eu- 
rope in the wake of trade. 

In the same year (1543) Ympyn pub- 
lished his noteworthy Nieuwe Instructie in 
Antwerp. It was immediately translated 
into French in 1543, with the distinction 
of being the first book on double-entry to 
be published in that country, and was also 
rendered into English in 1547. As in the 
case of Oldcastle, Ympyn correctly de- 
scribes the trial balance. In chapter XXV, 
of the English version, he writes: “And 
this ballaunce shall ye make in suche 
maner as the exemplary shall shew you, 
where ye shall finde all parcelles brought 
together as it wer on an heape in one shete 
of peper, that is to saie, al that is owyng 
on the one side, and al that is to discharge 
it withal on the other side. When ye haue 
doen this, then shall ye note in a paper the 
somes on bothe sides, and if the somes 
come bothe a like, then is there none error 
or faute committed in your boke, which 
seldome happeneth. . . .” 

Ympyn, however, is the first author to 
use the balance account proper as an ac- 
count in the ledger. An example appears 
in his set of books, which accompany the 
text. The procedure he uses is simple and 
direct. He first of all transfers the balances 
of the various merchandise accounts to a 
“remaining goods” account. He then trans- 
fers all the nominal accounts to the profit- 
and-loss account, the latter then being 
closed into the capital account. He finally 
transfers all the remaining open accounts 
to the balance account, thus closing the 
ledger. The sum of the debits and the sum 
of the credits of the balance account are 
each labeled “somma sommarum.” Thus, 
Paciolo’s old “summa summarium’’ is 
now, quite logically, identified with the 
balance account. The former originally 
was devised to test the accuracy of the 
ledger-closing and since the balance ac- 
count does that much better and in addi- 


| 

their 

This 

Ciolo 

lures 

ncio 

m.” 

iolo 

1 its 

the 

the | 

dger 

trial 

eral 

ury, 

rely 

ook. 

t is 

‘lear 

olo’s 

eep- 

ance 

pro- 

s it 

to 

His 

t of 

his 

na 

ges. 

ring 

tice 

ows 

asic 

ow- 

ce. 

his 

rom 

ally 

il 

nolto 

0838 

)) 
| 


394 The Accounting Review 


tion closes the ledger, it is only natural 
that it should supplant the old procedure 
and take its name. Casanova in 1558,” 
Pietra in 1586, and all future writers, 
use the balance account as the generally 
accepted procedure. Paciolo’s awkward 
“summa summarium” is no longer used. 

In conclusion it may be recapitulated 
that Paciolo, as the first author of impor- 
tance on bookkeeping, did know the true 
function and construction of the trial bal- 
ance. His “summa summarium,” which 
has been mistaken for a trial balance, is 
nothing more than a device to test the 
ledger closing and it eventually gave way 
to the more efficient balance account. Why 


19 Alvise Casanova, Specchio Lucidissimo .. . (Ven- 
ice, 1558). Casanova is also the first author to introduce 
the “opening balance account”’ in starting a new ledger 
(Peragallo, op. cit., p. 69). 

2 Angelo Pietra, Indrizzo degli Economi (Mantua 
1586) 


Paciolo did not use the balance accoum 
is not clear, since it was in current use at 
the time he wrote. Moreover, the manner 
in which he employs the trial balance in 
transferring accounts from one ledger to 
another, strongly suggests that he was 
aware of its existence. 

It is obvious that the bookkeeping pro. 
cedures described by Paciolo did not origi- 
nate with him. The accounting literature 
of the period was more intent on setting 
forth the bookkeeping practices of the day 
than in formulating theories or creating 
new procedures. The origin of the trial 
balance, therefore, is to be found only in 
the actual business practices of the period. 
This, however, is difficult to establish, be- 
cause, as previously mentioned, few book- 
keeping records of the period have sur- 
vived, and many of the survivals are in- 
complete. 
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TRADITION AND ACCOUNTING 


ARTHUR R. WYATT 
Assistant Professor, University of Illinois 


bookkeeping methodology and refine- 

ments in accounting concepts in re- 
cent years, accountants of the mid-twenti- 
eth century are beset with numerous criti- 
cisms of existing practices and with un- 
solved problems of considerable magni- 
tude. Current accounting literature cer- 
tainly does not suffer from a lack of ideas 
and suggestions for improvement and ex- 
pansion of accounting influence. A rather 
natural by-product of new ideas and sug- 
gestions is the criticism that present meth- 
ods and concepts are unsuitable under 
existing circumstances. 

Even a casual reference to current ac- 
counting writings leads one to recognize 
that many present-day critics, including 
men of respect both inside and outside the 
profession, feel accounting development 
has been retarded because of continued 
adherence to old ideas and concepts. Ac- 
counting is considered by some to be 
steeped in traditions. These traditions, the 
critics seem to imply, must be thrown 
aside if accounting is to meet the chal- 
lenge of the times. Traditions are old ideas, 
used to solve old problems. As such, the 
critics point out, they constitute an im- 
pediment to progress as long as they con- 
tinue to form the basis for decisions in a 
dynamic business world. 

To one who has been conditioned to re- 
spect the past, to look to the past for clues 
to the solution of present problems, the 
arguments of these critics present a real 
dilemma: Is accounting hidebound with 
tradition? Is tradition in reality detri- 
mental to advancement? Is reference to 
the past an unsuitable means of gaining 
insight into current problems? Or, is one 
to discount these writings of respected ac- 
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countants who are critical of the existing 
methodology? A closer look at the nature 
of tradition and the relationship of tradi- 
tion and accounting may help to form the 
basis for judging the real significance of 
these criticisms of accounting traditions. 


WHAT IS A TRADITION? 


A tradition is a belief, an action, a be- 
havior pattern, or an attitude which finds 
justification in the present largely because 
of its general acceptability in the past. 
The tradition may well have had a sound 
basis for use in the past. On the other hand, 
the tradition may not have been justifiable 
even in the period of its early usage and 
growth. The fact of importance, however, 
is not the justification of the tradition in 
the past, but the continued usage from the 
past down to the present. A belief, action, 
idea, or attitude assumes an aura of tradi- 
tion gradually through a period of contin- 
ued usage and application. While the basis 
for the usage and application may be sound 
or unsound, continued usage itself is of 
prime importance in the emergence of a 
tradition. 

From this description it is evident that 
tradition in general may have a logical 
justification. In accounting, an example 
of a logical tradition may be the cost basis 
for recording the results of business trans- 
actions. On the other hand, some tradi- 
tions may be weak logically, as, for ex- 
ample, the lower of cost or market in- 
ventory method. Thus, the point of dis- 
tinction between ideas, actions, or prac- 
tices which are traditions and those which 
are not rests solely on the fact of past 
usage. A tradition, then, is an old idea, 
good or bad, which by some means came 
into usage, gained general acceptability, 
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and presently is still of importance in day- 
to-day activities and decisions. 

Traditions exert varying degrees of in- 
fluence in the several fields of knowledge. 
In some areas traditional ideas are heavily 
relied upon in meeting new situations. 
Reliance flows from the fact that the idea 
or practice has been widely used and ac- 
cepted in the past. In other areas reliance 
on the past flows from a knowledge that 
what has been proved in the past could 
well be proved again in the present. Here 
old ideas may be important, but tradition 
is really of little significance. There is little 
reliance on old ideas because of their an- 
tiquity. 

For example, in a truly scientific field 
such as chemistry, physics, or the natural 
sciences in general, the approach to knowl- 
edge and advancement relies heavily on 
previously established laws, formulas, and 
processes. The scientist attacks each new 
problem with a relatively open mind, be- 
ing fully aware, however, that he could 
prove conclusively the acceptability of 
that which he relies upon from the past. 
Here tradition is not of much significance, 
as the approach implies the absence of any 
influences which are not presently justifi- 
able. Nothing is accepted as authoritative 
except that which is capable of being 
proved in the present. Each present idea, 
action, or concept can be subjected to vari- 
ous objective tests to measure its validity. 
Past usage and acceptability are not 
deemed to be authoritative in a field of 
knowledge which is wholly adaptable to 
objective research, independent testing, 
or empirical studies. 

The field of accounting, however, is not 
wholly scientific in nature. The possibili- 
ties of empirical studies and objective re- 
search are far more limited in accounting 
than they are in such areas as chemistry, 
physics, or the biological sciences. In addi- 
tion, the field of accounting is somewhat 
unusual in that the validity or credibility 
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of various ideas and actions available to 
solve a problem cannot be proved conely. 
sively to be good or bad, right or wrong, 
These peculiar characteristics suggest the 
possibility that in accounting, traditions 
may exercise considerable influence jp 
problem-solving decisions. 


TRADITION AND GENERAL ACCEPTA- 
BILITY OF ACCOUNTING 


Probably the best test of validity or 
credibility of an accounting practice or 
principle lies in its so-called “general ac- 
ceptability.” The status of general accept- 
ability may be attained by two main ap- 
proaches: (1) pronouncements of the 
American Institute of Accountants and the 
American Accounting Association, and 
(2) a history of long usage in the past. Even 
in the pronouncements of professional 
bodies it is quite probable that usage and 
acceptability in the past are of great sig- 
nificance in arriving at the final wording 
of a report or bulletin. Reliance on a test 
of general acceptability in most cases, 
then, carries with it some implication of 
applicability and usage in the past. 

The high degree of importance attached 
to “general acceptance” has encouraged 
the development of accounting traditions. 
As given accounting ideas gain wider 
usage and acceptability, based on their 
obvious merits and utility, the ideas grad- 
ually approach the status of general ac- 
ceptability. When these ideas are even- 
tually recognized by accountants gen 
erally, or by the professional bodies in 
particular, as ideas of general accepta- 
bility, the stage is set for continued usage 
long into the future. In many cases the 
merits and justifications for these ideas 
may be soon lost, and the ideas persevere 
mainly because they have come to be 
generally accepted. It is through this proc 
ess that accounting traditions gradually 
emerge. The continued utilization of ideas 
with little or no conscious reference to theit 


| 
real m 
basic 
requis 
Tra 
with 
their 
all t 
start. 
press 
ageme 
tradit 
of the 
appa 
lar ev 
Fol 
where 
that 
what 
Or, p 
is acc 
nific 
long, 
cepte 
wha 
Fron 
proce 
fina 
bly< 
| the 
new 
| reme 
nove 
acce 
achi 
com 
eme 
A 
acce 
6day 
thes 
Vari 
the: 
» son 
beg 
the 
ous 


€ to 
clu- 
ong, 

the 
ions 
in 


real merit, but with past usage being the 
basic force for continuation, is a prime 
requisite of a tradition. 

Traditions develop in various ways and 
with varying levels of justification at 
their base. Some are sound from an over- 
all theoretical point of view from the 
start. Others have practical justifications, 
growing out of the influences of various 
pressures exerted on accountants by man- 
agement and by credit grantors. Some 
traditions have at their roots the influence 
of the income tax law. Still other traditions 
apparently have evolved from no particu- 
lar event. 

For example, a situation may arise 
where an enterprising accountant feels 
that there is need for a digression from 
what has come to be generally accepted. 
Or, possibly a client’s position on a matter 
is acceded to because of the relative insig- 
nificance of the point involved. Before too 
long, however, the deviation may be ac- 
cepted in other situations, probably some- 
what similar, but possibly quite different. 
From this point of view the new action or 
procedure may gain some publicity in 
financial or professional journals, or possi- 
bly as a textbook example. As time passes 
the once new “exception” is adapted to 
new situations. After some years few can 
remember that the given idea was an in- 
novation or originally a digression from the 
accepted practice. Soon this idea may 
achieve a position of acceptability, be- 
come generally followed, and gradually 
emerge as a tradition. 

An historical review of many “generally 
accepted” ideas and practices in present- 
day accounting discloses that, even though 
these ideas and practices grew from a 
variety of motivating forces, in general 
there was sound practical or logical rea- 
soning behind the ideas at the time they 
began to assume an important position in 
the accounting methodology. As previ- 
ously noted, as time passes the original 


Tradition and Accounting 


397 


justification of what are now traditions of 
accounting is lost. In addition, as time 
passes one loses sight of the economic and 
business conditions existent in the early 
development of some logical ideas and 
practices. As the justifications and condi- 
tions which promoted an old idea are 
gradually lost, the fact of general accepta- 
bility remains as a potent force justifying 
the continuance of the idea or practice. 
In some instances this fact of general ac- 
ceptability is a far stronger force for con- 
tinuation of a traditional idea or practice 
than the original practical or theoretical 
soundness behind the tradition. 


THE INFLUENCE OF TRADITION 


It is not unusual for ideas which do be- 
come generally accepted to assume a 
rather strong force. This is true even 
though accountants are faced with ever- 
changing business problems, just as their 
clients are faced constantly with new prob- 
lems and new situations. As deviations 
from the accounting practices in force are 
suggested, the accountant frequently points 
out that generally accepted practices and 
principles do not embrace the concepts 
involved in the new proposals. One does 
not have to search very far to find exam- 
ples where reference to a lack of general ac- 
ceptability has retarded the institution of 
new ideas. Thus, the force of general ac- 
ceptability tends to promote continuation 
of traditions by pointing out their very 
fact of acceptability and past usefulness. 
The force of general acceptability also 
acts as an effective deterrent to acceptance 
of new ideas by pointing out their lack of 
general acceptability or their conflict with 
the “tried and true” ideas found in past 
practice. 

There is little question that this char- 
acteristic of perseverance which attaches 
to an idea or action that has become gen- 
erally accepted injects a possible danger 
into accounting thinking. Not only does 
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the proponent of a new idea or action need 
to build a strong case in justification of his 
proposition, but he must also be able to 
overcome the aura of general acceptability 
surrounding old ideas. In circumstances 
such as these one would expect to find that 
criticism of tradition would result. Such 
has been the case throughout the develop- 
ment of accounting. 


CRITICISM OF TRADITION 


Many of those who would criticize ac- 
counting today follow a pattern of ap- 
proach that has proved successful in most 
situations in which conflicting forces exist. 
After discarding the “surprise attack” 
approach as being a generally inapplicable 
means of gaining acceptance for a new idea 
in accounting, critics turn to another ac- 
cepted pattern for victory. This is to at- 
tempt to tear down the enemies’ defenses, 
and, after they are substantially weak- 
ened, to rush into the breach with all the 
forces at one’s command. Thus, arguments 
for new approaches to or extensions of the 
existing accounting methodology are fre- 
quently preceded by attacks on the exist- 
ing mechanism as being hidebound with 
tradition. 

As a result of such attacks, “tradition” 
today has a rather undesirable connota- 
tion in accounting circles. Through “guilt 
by association,” critics of certain existing 
accounting practices attempt to impair 
the acceptability of long-used and possibly 
still useful areas of accounting methodol- 
ogy. They speak of “restraints imposed by 
tradition,” ‘“‘the force of traditional influ- 
ences,” “‘the hampering effects of tradi- 
tional practices,” as if tradition were a 
plague upon the accounting profession. It 
has become fashionable to attach the label 
of tradition to any idea which one wishes 
to overcome in gaining acceptability for 
a new approach or concept. 

The effect which present-day critics 
wish to achieve by attaching the label of 
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tradition to portions of existing accounting 
practice is obvious. If an idea is traditional, 
it is old. If it is old, it is probably out. 
dated, out-moded. If it is out-dated, we 
ought to find a new approach in closer ae- 
cord with existing circumstances. At this 
point the critic interjects his proposed 
theory and presents his justifications. 

The weakness inherent in criticizing an 
idea or practice on the basis of its being 
traditional should be apparent. A tradi- 
tion evolves over a long period of time, 
through continued usage and acceptabil- 
ity. The very basis for any idea or practice 
to be regarded as a tradition is its accepta- 
bility and usage over an extended period. 
A criticism of an idea because it is tradi- 
tional is in reality a criticism based upon 
general acceptability. Should an old, use- 
ful idea which is traditional, generally ac- 
cepted, he discarded solely because one at- 
taches the label of “tradition” to it? If so, 
should not the result be the same if the 
label ‘‘general acceptability”? were so at- 
tached? At the present time in accounting, 
many writers apparently feel that the fact 
that an idea is traditional is suggestive of 
inherent weakness, rather than -being a 
point of inherent strength. 


CAN TRADITION AID GROWTH? 


The fact that the presence of traditions 
in accounting can be a strength in aiding 
accounting development is generally over- 
looked. In a profession such as accounting, 
continuing success is predicated on the 
ability of accountants to increase the reli- 
ance and understandability which the 
public attaches to the results of their 
work. As in any profession, success and 
recognition in accounting come to those 
whose work gives clear evidence of relia- 
bility. It is through this evidence of relia- 
bility that the results of accountants’ ef 
forts become accepted by the interested 
public. Reliability (and thus, acceptabil- 
ity) does not flow from frequent adoption 
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of unsound practices, from constantly al- 
tering one’s approach to similar business 
situations, nor even from altering one’s 
basic approach as business conditions 
fluctuate. Each change undertaken tends 
to result in at least a temporary reduction 
in reliability, although in many cases an 
increase in reliability will be the ultimate 
result. 

Before changes are instituted in the ex- 
isting accounting framework, accountants 
need some assurance that such changes 
will increase reliability and understanda- 
bility of accounting results. Before sug- 
gested changes become generally accepted, 
accountants must be reasonably assured 
that the usefulness flowing from the change 
will more than compensate for the loss in 
understandability that will result from the 
alteration of an existing accepted practice. 
While many critics emphasize the slow- 
ness with which accounting absorbs new 
ideas, thus implying a slowness in account- 
ing progress, these critics overlook the fact 
that tradition encourages a degree of sure- 
ness in accounting progress. That there 
are weaknesses in the existing methodology 
would be admitted by most accountants, 
but these same accountants would be quick 
to point out that few, if any, of the sug- 
gested changes have any assurance of al- 
leviating these existing weaknesses with 
out introducing even greater possibilities 
for weakness. Changes will and do appear 
as assurance develops that such changes 
will move accounting a step closer to its 
established goals of greater service and 
usefulness to the economy. 

It is unfortunate that the word “‘tradi- 
tion” has been given such an unfavorable 
meaning by some recent writers in ac- 
counting. One cannot deny that account- 
ing development has been influenced by 
traditions. However, the influence has not 
been so detrimental to accounting growth 
as the present critics would have us be- 
lieve. Old ideas are not necessarily useless 
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because of their age. That which has been 
tried and found useful may well be better 
than that which appears to be sound, but 
which has not yet met the test of practical 
usage. One should not always assume that 
new situations or conditions will require 
entirely new handling or treatment. In 
many cases “new” situations are merely 
different manifestations of old problems. 
Traditional solutions may well hold the 
clue to suitable answers even as conditions 
change. Age is not always a handicap in 
meeting a new problem; it may be a vir- 
tue. 

Accountants need to recognize that the 
implications of critics of accounting are 
not wholly true. Traditional ideas do not 
necessarily carry an ultimate force of con- 
tinuance. The development of accrual ac- 
counting bears too many examples of ideas 
which were once widely accepted, but 
which were later discarded, for one to be- 
lieve that a tradition will be forever with 
us. In accounting, as in any branch of sci- 
ence, increased knowledge and improve- 
ment in techniques are built upon the 
framework inherited from the past. Such 
framework should not be discredited sim- 
ply by attaching to it a label which has 
come to have a detrimental connotation. 


TRADITION VS. CHANGE: IS THERE 
REAL CONFLICT 


Criticism of accounting has been promi- 
nent in recent years because of the ex- 
istence of two conflicting tendencies: (1) 
the definite tendency of business and the 
economy—in fact, society in general—to 
change; (2) the tendency of accountants 
to cling to past concepts and practices. 
In view of the fact that accountants are 
operating in a continually changing en- 
vironment it is little wonder that there are 
almost constant pressures being exerted to 
alter existing practices. 

To this writer the recent writings in ac- 
counting appear to carry a far greater im- 
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plication of the harmful effects of tradition 
than is justifiable. Accountants, and critics 
of accounting as well, should recognize 
that being old, being traditional, is not in 
itself a valid basis for criticism. When 
accounting actions are criticized because 
they are traditional, one must study the 
situation to see if the traditional action 
really has a sound basis for criticism. We 
need to spend more effort reviewing tradi- 
tional aspects of accounting to determine 
if a basic soundness remains under existing 
business conditions. If we feel that the 
traditional area no longer appears useful, 
then we should strive to find acceptable 
improvements. But the change will come 
because of the inadequacy of the old idea, 
not because of the fact that it is a tradi- 
tion. 

We need to review continually con- 
troversial areas in accounting so that 
necessary improvements can be intro- 
duced. We need to review carefully all new 
suggestions for the growth of accounting 
usefulness and service. New ideas and new 
concepts should not be adopted merely be- 


cause that which they would replace jg 
traditional. In accounting, change must 
await reasonable assurance that the new 
idea or concept will better aid accounting 
development and usefulness than will con. 
tinuation of these ideas or concepts that 
would be replaced. 

For accounting to continue to grow in 
usefulness accountants must be able to 
adapt their practices to meet changing 
conditions. Accounting must also have a 
certain degree of stability so that uncer. 
tainty and disorganization are kept at a 
minimum. The existence of accounting 
traditions is effective in maintaining this 
desirable stability of accounting methods. 
Every sound accountant will agree that his 
profession cannot afford to become in- 
flexible to changing conditions. Neither can 
it afford to embrace every new suggestion 
or idea that is presented for acceptance. 

‘‘We must be careful lest we, in our impetu- 


osity, cast away a necessary principle or a de- 
sirable practice like a creed outworn.’” 


1Eppston, Harold, “Accounting in Evolution,” 
Journal of Accountancy, vol. 70, August, 1940, p. 128. 
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ACCOUNTING FOR GUARANTEED 


PLANS 


RoBERT E. SEILER 
Assistant Professor, University of Texas 


ITHIN the past few months con- 

W siderable publicity has been given 

to. the adoption of new guaranteed 
wage plans by certain leading companies in 
the automobile industry. This develop- 
ment has brought forth a great deal of 
discussion, mostly from an economic point 
of view and predominantly from a man- 
agement-labor standpoint. However, the 
accounting aspects of these new develop- 
ments have not been adequately discussed 
—in fact, accounting literature on the 
subject is almost non-existent. This is in- 
deed unfortunate, for guaranteed wage 
plans bring into existence a large number 
of complex accounting problems. 

As with pension and group insurance 
plans, accounting methods utilized in 
connection with guaranteed wage agree- 
ments differ to some extent, depending 
upon the peculiarities of the individual 
plans. Sometimes the guarantee is in the 
nature of private unemployment benefits, 
with funded reserves established to insure 
wages during periods of low activity. Other 
guarantee agreements are nothing more 
than wage advances whereby the employee 
draws on his future earnings when there is 
no work. The most common plans, how- 
ever, are those that guarantee the worker 
a minimum yearly wage or a minimum 
number of hours of work per week or per 
year. 

Almost all of the methods now in 
existence contain common characteristics 
sufficient to segregate them into three 
broad classifications: (1) wage “leveling” 
plans, (2) company wage guarantee plans, 
and (3) income- or production-based 
plans. 
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WAGE LEVELING PLANS 


The wage “leveling” plan is designed 
primarily to equalize the pay checks of the 
employee throughout the weeks of the 
year. These plans frequently do not give 
rise to an employer cost, since they merely 
level the earnings of the employee without 
guaranteeing the minimum wage. 

Most of the wage leveling plans are 
basically employee withholding plans 
whereby some of the earnings of the 
employee are withheld and are paid to him 
later when his earnings are low. Usually a 
norm of earnings per week or hours of 
work per week is set, and all earnings in 
excess of this norm are withheld tempo- 
rarily. The obvious disadvantage of this 
plan lies in the employee’s reluctance to 
having part of his earnings withheld. The 
majority of wage leveling plans have there- 
fore created little employee enthusiasm, 
for they are little more than savings plans, 
supervised by the company. 

However, some variations of the leveling 
method have met with a marked degree of 
success. Most of these adaptations make 
use of a fixed wage, paid in equal weekly 
amounts throughout the year. Under these 
circumstances, the earnings of the employee 
are level throughout the period, regardless 
of the actual number of hours worked. 
Year-end adjustments are made for the 
employee’s excess earnings, if any, over 
the predetermined amount. Although the 
number of hours of work used as a base 
for computing the yearly wage range from 
a low of twenty hours per week in some 
companies to a high of forty hours in 
others, the average base is approximately 
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thirty-five hours each week, for at least 
forty-eight weeks each year. 

The most frequently used method of 
accounting for payments made under this 
type of plan is to establish for each em- 
ployee a separate payment account similar 
to a salesman’s drawing account. When 
the employee’s wages fall below the 
established norm, all amounts paid under 
the fixed wage plan are debited to this 
account. When earnings exceed the norm, 
the excess is credited to the same account. 

The most difficult accounting problem 
arising in this type of plan is the choice of 
a time period for closing the employee’s 
accounts. Some companies have selected 
a calendar year for this purpose, paying 
the employee a lump sum for all credit 
balances, and cancelling any debit bal- 
ances. Other companies pay any credits 
remaining at the end of each year, but 
keep debit balances on the books for three 
years before striking them off. 

George A. Hormel and Company devel- 
oped an interesting version of the leveling 
method. This plan became one of the best 
known and most widely studied plans in 
the United States. At the beginning of each 
year the company made a detailed and 
carefully planned forecast of its annual 
production. It then allocated this esti- 
mated production to its departments and 
computed the labor cost needed to meet 
this estimated or scheduled departmental 
production. These predetermined labor 
costs became the basis for fifty-two 
weekly pay checks, and employees were 
paid for the estimated output, whether 
produced or not, the amounts being 
charged to the various departments as 
they were paid. When units were produced, 
the budgeted labor in those units was 
credited to the departments. If actual 
production during the year was less than 
estimated, a debit balance then remained 
in both departmental and _ individual 


employee accounts. This charge was held 
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over and applied to any production ip 
excess of scheduled amounts during 
future years. However, if production 
exceeded the budgeted amount, so that a 
credit balance remained, a lump sum pay- 
ment was made to the employee at the 
year’s end. Furthermore, a_ concerted 
effort was made not to release a worker 
except at the end of a period, so that 
employment was virtually guaranteed 
for the year at a minimum rate of pay. 


COMPANY WAGE GUARANTEE PLANS 


The most popular plan today is one 
which will guarantee that the weekly pay 
check will not fall below a minimum figure, 
but sets no limit on how high earnings may 
rise during other weeks of the period. This 
is the type of plan presently being installed 
in the auto industry. In effect, it amounts 
to a floor placed under weekly earnings 
to keep them above a predetermined 
minimum. Employees are paid their actual 
earnings each pay period, the guarantee 
coming into effect only when earnings 
drop below the minimum. 

A major difference between the “level- 
ing’ and the minimum-guarantee type of 
plan is the number of employees that are 
covered. Where the wage process is pri- 
marily one of leveling wages, there is no 
excessive cost to the employer for time not 
worked. Consequently, a large portion of 
the labor force is usually covered. On the 
other hand, when the company uncondi- 
tionally guarantees a minimum wage, the 
percentage of employees within the com- 
pany who are covered tends to be much 
smaller. The Hormel “leveling’’ plan 
covered 90 to 95 per cent of the company’s 
employees, whereas the minimum-guat- 
antee type of plan usually covers only 
employees who have been on the payroll 
for more than a year, or those who are 
considered “key” employees. Most com- 
panies are reluctant to undertake the 
liability of a minimum wage for employees 
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whose value to the company is uncertain. 
For this reason, many guaranteed wage 
plans are graduated, ranging for example 
from a fifty-two week, forty-hour guaran- 
tee for employees with five or more years 
of service down to no guarantee to those 
who have been on the payroll less than six 
months. The popularity of these ‘“grad- 
uated” guarantee plans springs from their 
tendency to retain the valuable employees 
with a minimum of liability to the com- 
pany. 

A variation of the guaranteed type of 
plan has arisen in the funded guaranteed 
wage. These plans are usually supported 
by funds established by employer con- 
tributions, and the amount of the fund 
limits the liability of the company. The 
contributions to the fund may be based on 
a percentage of direct labor cost, a fixed 
amount per employee, or a predetermined 
lump sum. Funding is most common in 
union negotiated plans, or where the 
employer is reluctant to undertake the 
liability of a fully guaranteed wage. The 
plan is in reality only partially guaranteed, 
for unexpected economic conditions could 
wipe out most of these funds in a few weeks 
if wholesale layoffs were necessary. 


INCOME- OR PRODUCTION-BASED PLANS 


A third type of plan devised in an 
attempt to guarantee wages is one whereby 
employee wages in toto are based upon 
the income or production of the company. 
This should not be confused with the prof- 
it sharing plan, wherein the employee 
receives in addition to his base pay a por- 
tion of the company’s profits. In the in- 
come- or production-base type of guar- 
antee the income or production of the 
company is the basis for determining the 
employee’s total pay. 

A plan used by the Nunn-Bush Shoe 
Company is an illustration of this type of 
wage guarantee. The company’s manage- 
ment, through analysis, found that total 
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yearly labor costs hovered with striking 
consistency at around 20 per cent of the 
wholesale value of the yearly sales. They 
then established a plan whereby a “group 
salary fund” was set up at 20 per cent of 
the wholesale value of the estimated sales 
for the coming year. This annual amount 
was then divided among all employees, 
according to the individual’s occupation 
and length of service. Each employee’s 
weekly pay check was computed as 1/52 
part of his allotted share of the total wage 
budget. 

The “group salary fund” account was 
actually a control for all the individual 
employee’s drawing accounts. Each week, 
as finished products were completed, the 
budgeted labor in each unit of output was 
credited to the individual employee’s 
accounts, and the total was credited to the 
salary fund account; when paychecks were 
issued, the amounts were charged to the 
individual drawing accounts and the total 
was charged to the salary fund account. 

However, the salary fund account was 
required to have at all times a credit bal- 
ance of not less than 5 per cent nor more 
than 123 per cent of the yearly estimated 
labor cost. If the reserve went above the 
maximum, monthly “adjustment” checks 
were issued, but if the balance dropped 
below the minimum, weekly pay checks 
were decreased. 

This type of plan obviously did not 
guarantee any worker a fixed weekly wage, 
but it did tie the paychecks directly to 
the company’s welfare. There is no deny- 
ing that this type of arrangement provided 
the employees with a feeling of “belonging 
to the team.” 


OVERTIME PREMIUM EXEMPTIONS 


One of the most complex accounting 
problems arising out of recent develop- 
ments in guaranteed wage payments is 
concerned with the special exemptions 
allowed for the payment of overtime 
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premiums under the Fair Labor Standards 
Act. If a minimum wage is paid when 
actual earnings are low, the Federal re- 
quirement that overtime premiums must 
be paid during periods of heavy produc- 
tion would work a definite hardship in 
companies making use of a guaranteed 
wage plan. The Fair Labor Standards Act 
thus has provisions that exempt com- 
panies with guaranteed wage plans from 
the usual overtime premium requirements, 
if certain conditions are met. However, a 
bona fide collective bargaining contract 
must be in force for an annual or a semi- 
annual guaranteed wage before the com- 
pany is eligible for any exemption. Even 
then the exemption applies only to the 
first 12 hours per day, or 56 hours per 
week. 

Since the requirements for overtime 
exemption differ for semi-annual and 
annual contracts, each must be examined 
separately. 


Semi-Annual Contracts 


If the wage contract is. semi-annual, 
the employer must not require more than 
a total of 1,040 hours of work in any 
twenty-six week period, in order to remain 
exempt from the usual overtime regula- 
tions. The Wage and Hour Administrator 
has ruled that each week begins a new 
twenty-six-week period, so that a form of 
moving average of each employee’s work 
hours must be maintained to insure that 
the 1,040 hour limit is not passed. If the 
employee does pass this limit, he auto- 
matically becomes eligible for overtime 
premiums retroactive for the past twenty- 
six weeks on all work in excess of forty 
hours per week. A mistake in keeping the 
record of an employee’s hours could be 
very costly, and a few hours of rush 
work performed without checking this 
record could cost the company a sizeable 
sum in retroactive overtime. The clerical 
effort involved in maintaining these rec- 
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ords has caused many employers to elect 
not to take advantage of the exemption 
privilege, continuing to pay premiums on 
the usual basis instead. 


Annual Contracts 


The same basic rules apply to annual as 
to semi-annual contracts; that is, no over- 
time is paid except for work in excess of 
twelve hours per day or fifty-six hours per 
week. However, the governmental require. 
ments to qualify for exemption under an 
annual plan are much more rigid than 
those for semi-annual plans. If the annual 
wage plan is to qualify for exemption, the 
following conditions must be met: 

1. The annual wage plan must guaran- 
tee the employee at least (a) 1,840 hours of 
work annually, or (b) forty-six weeks of 
work at the normal number of hours per 
week, which cannot be less than thirty per 
week. 

2. There must be an absolute limitation 
of 2,240 hours of work for any employee in 
any period of fifty-two consecutive weeks. 

3. If and when actual hours of work 
exceed the number of hours guaranteed per 
year, the employee must thereafter be 
paid time and one-half for all hours in 
excess of forty per week. 

4. If the employee’s actual hours of work 
exceed 2,080 hours in any fifty-two week 
period, he must be paid time and one-half 
for all hours in excess of the 2,080. As 
under the original law, this means literally 
any fifty-two-week period, each week 
beginning a new period of fifty-two con- 
secutive weeks. 

When overtime exemptions are taken on 
an annual wage guarantee, a strict count 
of the hours worked by each employee 
must be maintained, for his wages change 
as the number of hours worked accu- 
mulate. From 0 to 1,840 hours, no premium 
is paid except for over twelve hours per 
day or fifty-six hours per week. From 
1,840 to 2,080 hours per fifty-two con- 
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secutive weeks, the employee becomes 
digible for overtime on all hours over 
forty per week. From 2,080 to 2,240 hours 
per fifty-two consecutive weeks, the em- 
ployee is entitled to overtime for all hours 
worked over 2,080. Finally, if the employee 
works over the absolute ceiling in 2,240 
hours, the exemption is completely lost for 
the period. The employee then becomes 
eligible for overtime premiums retroactive 
over the whole fifty-two-week period for 
all time over forty hours in any week. 

Obviously the payroll department has a 
heavy responsibility under contracts such 
as these in accounting for every hour 
worked and in maintaining accurate 
records on each employee. An error can be 
even more costly here than under a semi- 
annual contract, since an overtime pre- 
mium retroactive over a fifty-two-week 
period could naturally be much larger. 
The necessity for recording hours worked 
on a moving total basis greatly complicates 
the maintenance of payroll records, for 
there is no breakpoint for beginning the 
accumulation anew. The payroll depart- 
ment, the personnel department, and the 
employee’s immediate supervisor must 
stay in close contact, watching carefully to 
see that no employee is allowed to exceed 
the maximum. In fact, if a sizeable number 
of employees were close to the maximum, 
the additional effort and trouble in keep- 
ing up with the hours worked might cost 
more than the savings on overtime pre- 
miums. As in the case of semi-annual 
guarantees, many companies with annual 
wage contracts elect not to take advan- 
tage of the exemption privilege. 


ACCOUNTING TREATMENT OF GUARAN- 
TEED WAGE PAYMENTS 


Another accounting problem arising 
from the use of guaranteed ‘wage plans is 
how to enter payments made for time not 
worked into the flow of costs. The simplest, 
and perhaps the most accurate method 
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would be to estimate the total yearly wage 
cost, including any guarantee payments 
that will be made, and pro-rate that total 
wage cost over the yearly production. The 
entire wage-cost arrangement would there- 
fore resemble a standard cost system, with 
resulting variations either over or under 
actual labor costs. 

However, the degree of uncertainty in 
making the labor cost estimate creates 
strong objection to this method of handling 
the wage payments. Usually, as a matter 
of expediency, any wages paid for time not 
worked are entered into a separate ac- 
count as paid. The question then arises as 
to whether this account represents a 
non-production cost, caused by periodic 
conditions which give rise to the payments, 
or whether it represents a normal produc- 
tion cost which should be allocated to all 
production of the period. At first glance, 
payments made under the guaranteed wage 
plan for time not worked may be con- 
sidered non-production costs, for they cer- 
tainly arise because units were not being 
produced. Further, they may be non- 
recurring costs, for they are peculiar to 
current economic conditions. 

On the other hand, there is no denying 
that payments made under the guaranteed 
wage agreement that are over and above 
the employee’s actual earnings are costs 
incurred for the purpose of maintaining the 
labor force intact. These payments would 
not have been made if the company had 
not desired to keep its labor force to- 
gether as an efficient, trained group. If 
production costs are to include all outlays 
necessary in the production of a finished 
product, which would include the cost of 
maintaining the labor force, guaranteed 
wage payments would then surely be 
considered production costs. This argu- 
ment seems to be the stronger of the two, 
and it thus appears that these new wage 
costs should be treated as normal produc- 
tion outlays. 
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Regardless of the method of accounting 
for the payments, however, the record- 
keeping processes will be increased sub- 
stantially. The maintenance of adequate 
records for these wage plans entails an 
accurate count of hours worked above and 
below the fixed norm, classification of 
employees for eligibility, and, in addition, 
maintenance of all the usual payroll rec- 
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ords. The record-keeping process is fur. 
ther complicated if the company is to take 
advantage of the overtime premium relief 
provisions of the Fair Labor Standards 
Act. In fact the record-keeping process will 
be so increased that the over-all cost of the 
guaranteed wage plan may be distorted 
without inclusion of the administrative. 
cost element. 
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THE ATTRACTION AND SELECTION 


OF ACCOUNTING TEACHERS* 


ARTHUR M. WEIMER 
Dean, School of Business, Indiana University 


HERMANN C. MILLER 
Professor, Ohio State University 


INTRODUCTION (HERMANN C. MILLER) 


in professional accounting training 

is largely due to ignorance of the 
exceptional opportunities which such 
training promises. Advisors, vocational 
counsellors, and faculty members, un- 
familar with the many opportunities in 
business enterprises, in governmental 
agencies, and in educational institutions, 
have frequently encouraged “the halt, the 
blind, and the introvert” to attempt 
educational programs with an accounting 
major. Probably the most promising ac- 
counting students enroll in the program 
because of natural curiosity and interest 
in the inner workings of the economic 
enterprise. 

Traditional ideas of the accountant, 
portrayed in Dickens’ famous character, 
Uriah Heap, together with the current 
assumption of the title “Accountant” by 
many accounting clerical workers, have 
not stimulated college freshmen to con- 
sider accounting as a career. This is un- 
fortunate, for not a few students learn too 
late of the wide variety of experiences 
available to a man trained in accounting, 
and through those experiences, the oppor- 
tunities for advancement to high level posi- 
tions. 

The “attraction of accounting teachers,” 
like the attraction of young men to a 
variety of industrial accounting positions 


Cin re freshmen’s lack of interest 


* This paper was presented as a basis for discussion 
at a round table at the Annual Meeting of the American 
Accounting Association, Philadelphia, August 31, 1955, 
and was completed just prior to Professor Miller’s un- 
timely death on October 4, 1955. 


407 


in the controller’s division in business or 
industry, or to fine governmental careers, 
or to the public accounting profession, 
must depend initially upon overcoming 
this ignorance. 

Many stories have been written about 
the wonders of engineering—electronics, 
atomic reactions, and rocket propulsion. 
These things capture the imagination of 
youth. They create a lasting impression 
of an aura surrounding these vocations. 
Similarly, the wonders of medicine, of 
architecture, of agriculture, of law, of 
veterinary medicine have been paraded 
on stage, screen and television. Stories 
have been written about business. One of 
the best of these, Executive Suite, which 
portrays the tensions and struggle for 
power and authority among the top flight 
executives when the President of the com- 
pany dies suddenly, relegates the controller 
to a secondary role although he was clearly 
one of the best qualified and most depend- 
able of the entire group. 

A need exists for a good story-teller who 
is convinced that the accountant plays a 
very high role—indeed the highest role in 
real life—in many very important and 
worthwhile activities serving mankind. 
The place of commerce, industry, and fi- 
nance in the growth and extension of a 
high standard of living need not be ex- 
plained to this audience. But the teaching 
of this fact—the elaboration of it with en- 
thusiasm—is a responsibility of every 
teacher of accounting. But, of course, you 
must believe it if you are to be convincing. 

The attraction of young men to the 
teaching of accounting depends, first of all, 
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upon the attraction of a greater number 
of fine scholars to the collegiate schools of 
business or to business courses offered in 
liberal arts colleges. 

Secondly, having attracted fine scholars 
to the study of commerce, industry, and 
finance, it is equally important that they 
should not be alienated from accounting 
because of an early and intensive exposure 
to “record keeping.” It is also important 
that the teachers with whom they come in 
contact possess good qualities of leader- 
ship and personality. Enthusiasm for the 
profession is primary. Without it certainly 
one cannot look for sustained interest in a 
study as exacting and demanding as 
accounting. 

The third important thing is to hold be- 
fore the promising student the incentives, 
the variety of opportunities, the fascina- 
ting life which a career in accounting offers. 
These are real—not imaginary. But the 
teacher should be thoroughly convinced 
that they are real. 

Not only is the field of accounting suffer- 
ing from traditional and outdated notions, 
but the teaching profession generally has 
not been held up to the youth as some- 
thing for which to strive. A very fine 
comedian has made ridiculous the role of 
the teacher. What bright young man can 
be expected to want to become a “Mr. 
Peepers,” except in television? The long- 
standing neglect of reasonable compensa- 
tion for teachers plays a large part in the 
present attitude of the younger generation 
toward the teaching profession. Unskilled 
laborers are frequently well paid in com- 
parison with the young university or 
college teacher. This must be, and I believe 
is, now being corrected. But it takes a long 
time to overcome the damage done through 
the past decades of neglect. 

Here are some criteria for the selection 
of accounting teachers: 


(a) Good physical appearance, neatness 
in dress, professional bearing and attitude, 
and a good voice and speaking ability. 
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(b) Sound underlying education having 
sufficient breadth and depth to provide a 
cultural background. 

(c) Technical proficiency 
study, research, and practice. 

(d) Cheerful and enthusiastic disposi- 
tion with an interest in people. The atti- 
tude of “The Little Red Hen” who always 
said, ‘‘T’ll do it.” 


through 


DISCUSSION (ARTHUR M. WEIMER) 


Dean Weimer raised a number of ques. 
tions for discussion by the members of the 
session. This discussion centered around 
the following questions, some of which 
were given more attention than others. 
The answers presented here are believed to 
be fairly representative of the points of 
view which were presented by those in 
attendance at this session. The answers are 
presented in summary fashion, and as a 
result, a number of interesting comments 
could not be included. 

Special mention should be made of the 
discussion by Thomas H. Carroll of the 
Ford Foundation. He emphasized the 
importance of developing new approaches 
to the teaching of accounting and also the 
need for devising methods for increasing 
the productivity of faculty members in this 
and related fields. He emphasized the prob- 
lem which he stated in the following terms: 
How can larger numbers of students be 
taught in smaller classes with only limited 
increase in the number of faculty mem- 
bers? He emphasized the need for ex- 
perimentation with a view to finding an- 
swers to this problem. 


1. What are the primary attractions of the teach- 
ing profession at the college or university level? 
A. Personal desire to teach either because of 

interest in the subject matter and the ex- 
tension of existing knowledge or interest in 
students and in their development. 

. The type of life offered by teaching; con- 
siderable independence of operations, free- 
dom to pursue one’s chief interests, leisure 
time, association with other faculty men- 
bers and students in a university climate, 
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opportunity to bring up a family in a col- 
lege environment. 

C. Security—the tenure system probably of- 

fers the greatest job security that can be 

found. It is not only a guaranteed annual 
wage but also a permanent job. 

Fringe benefits—although these are now 

probably outdistanced by business, sab- 

batical leaves, summer vacations, retire- 
ment programs, and the like hold some 
attractions. 

E. Opportunity for independent writing, re- 
search and consulting activities to supple- 
ment basic income. 

F. Academic freedom—relative freedom from 
the outside pressures, pursuit of truth as 
seeker sees it. 

2. Are these attractions as great as they were two 
decades ago? 

Probably not. The depression undoubt- 
edly sent a number of able people into uni- 
versity work, partly because of the relative 
lack of opportunities in business but also be- 
cause security in a job held great appeal at 
that time. 

University work now offers relatively 
little leisure time, and it may never have 
have done so. The demands on a faculty 
member’s time appear to be increasing—he 
is more and more thought of as a public 
servant and less and less as an “ivory- 
towered” scholar. 

The pay differentials are large. Faculty 
salaries on the average are just beginning to 
approximate in purchasing power the levels 
of 1939-40. Nearly all other learned profes- 
sions have advanced much more rapidly. 
Salaries in business are much higher rela- 
tively today than 15 or 20 years ago. Fringe 
benefits in business now tend to outweigh 
those of universities. One exception may be 
the College Retirement Equities Fund 
which ties retirement income in part to 
equities. 

College still offers great security but the 
relative difference appears to be less than it 
was 15 or 20 years ago; it may of course 
prove to be more important at some future 
date. 

3. Is the attraction and selection of accounting 
teachers necessarily different from the attrac- 
tion and selection of teachers in other areas 
of business? 

Probably not. Demands have been heavy 
in all areas. If anything, the competition for 
well-qualified accountants from business 
firms and government agencies may be 
slightly heavier than in some of the other 
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business areas. While our schools are be- 
ginning to pay good starting salaries, the 
well-qualified person who goes into business 
soon attains an income well beyond the top 
level that is likely to be paid by universities. 


4. What are the best methods for attracting 
teachers in accounting? 


The most important factor is the creation 
of interest in teaching at an early stage. 
Most of the people who go into teaching 
have been influenced in this direction by 
instructors or professors who have suggested 
to them that they would do well in this area 
of work. Thus, the primary responsibility 
for attracting young people probably rests 
with those already in the teaching profes- 
sion. Beyond that they are attracted by op- 
portunities for doing graduate work and of 
special importance in this connection are 
fellowships and scholarships which help to 
defray the costs involved. Some people have 
a “natural bent” in the direction of teaching, 
but of course talents of this type can be used 
to advantage in business as well as in uni- 
versity work. 

Some people are attracted by the kind of 
life which is offered by membership on a 
university faculty. Traditionally, there is 
greater opportunity for leisure, longer vaca- 
tion periods, and formerly some greater 
assurance of retirement programs. More re- 
cently the retirement programs of business 
have far surpassed those offered by the 
universities. 


5. Are there any special attractions in the uni- 
versity field which may induce young people 
to enter this area of work now? 


The attractions are probably less than at 
an earlier stage. The demands of university 
work are rigorous. The opportunities for 
leisure and long vacations appear to be less 
than they were a generation ago. On the 
other hand, opportunities for supplementing 
income through consulting work have im- 
proved considerably, and fringe benefits 
such as sabbatical leaves, group insurance, 
hospitalization benefits and the like have 
improved although not necessarily to a 
greater extent than in industry. 

One of the things that is needed particu- 
larly for faculty people is major medical 
insurance and protection against unusual 
hazards. One of the advantages of the 
teacher is a chance, in effect, to go into 
business on his own without capital other 
than the amount required to complete his 
education. This is one of the great advan- 
tages of the tenure system. Once a faculty 
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member attains tenure, he is in effect the 
owner of his job and cannot be fired except 
for gross misconduct or because of inatten- 
tion to duty. Thus, a permanent faculty 
position gives him a base of operations with 
an assured minimum income and if he is able 
to supplement such income by writing, 
lecturing, or consulting work, he may be able 
to arrive at a fair income position. His only 
chance for gaining a large income, however, 
is likely to come through the writing of 
books which happen to attain a major sale. 
All of this work means that he is handling a 
full-time job plus some additional work 
beyond this requirement. So long as he can 
keep his summers free, however, there is a 
good chance of his being able to do this. 


6. What is the responsibility of practicing ac- 


countants for helping universities to attract 
good teaching personnel? 

Obviously, business needs well-trained 
young men. With the growth potential of 
the American economy, demands are likely 
to continue high over many years. Unless 
business assumes a greater proportion of the 
training function, business firms must rely 
on the universities for providing well- 
trained young people who will become staff 
members of their organizations. This re- 
sponsibility can be discharged in a number 
of ways. In the first place, financial aid 
especially in the form of fellowships and 
scholarships will be very useful. In the 
second place, use of faculty members for 
consulting work provides real assistance. In 
the third place, cooperation in providing 
up-to-date study materials and the like is 
helpful. It is not believed that there should 
be any attempt to prevent business from 
competing for well-qualified young people. 
The available opportunities should be made 
known to young people, and it should be 
their decision as to whether they should 
enter business or go into teaching. At the 
same time, those actively engaged in busi- 
ness should not disparage the teaching pro- 
fession, and they should not discourage 
those who have some interest in going into 
this kind of work. 

We need greater recognition for our uni- 
versity teachers and for the most part busi- 
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ness has been slow to accord such recogni- 
tion. Perhaps university people have not as 
yet deserved it, but the situation has im- 
proved substantially, especially in the post- 
war years. Similarly, business should not 
encourage people who do not have the 
capacity to succeed in business to go into 
teaching. Essentially, the same kinds of 
qualifications for success are necessary in 
both areas, and we cannot in teaching make 
effective use of cast-offs or those who do not 
have the capacity for business success. Simi- 
larly, it is difficult for us to use people who 
have spent a lifetime in business and are 
nearing the retirement age. Teaching is a 
specialized profession. Some good business- 
men are good teachers, but they cannot hope 
to succeed in this area unless they make ita 
major career any more than teachers could 
hope to succeed in business after retiring 
from teaching. A few retired persons, be- 
cause of a wide range of interests and the 
necessary personality characteristics, are 
able to succeed in teaching, but they are 
unusual. 


7. What are the major problems in selection of 


accounting teachers? 

The problems here are little different 
from those of selecting good teachers in other 
areas. Good education and sound scholarship 
are basic prerequisites. Beyond this, per- 
sonality factors are important as are am- 
bition, energy, interest in students, as well 
as interest in subject matter. Good teachers 
work effectively as members of organized 
teams and they will not necessarily succeed 
equally well in all schools. Much depends on 
how well they will gear into a given faculty 
situation. Hence, it is difficult to use tests 
and similar guides. The selection process 
ultimately becomes an art and those doing 
theselection must, through their experience, 
develop the ability to determine whether 
specific persons will fit into a given situation. 
The requirements of the present day faculty 
member are rigorous. Unless a teacher is 
really interested in working, he will not 
succeed. A university faculty is no place for 
a person who thinks of such a position as a 
kind of semi-retirement. 
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ACCOUNTING IN THE EXECUTIVE 


PROGRAM* 


Tuomas M. Hitt 
Massachusetts Institute of Technology 


T. JERomeE, III 
Syracuse U niversity 


round table indicated that there 

were represented some twenty pro- 
grams (at thirteen different educational 
institutions) designed for people employed 
in business. These courses varied in length 
from 2 to 52 weeks, in number of par- 
ticipants from 15 to 70, and in accounting 
content from none as such to 100 per cent. 
At least one program was started as early 
as 1931; several had been given for the 
first time this year.’ Consequently, it was 
not easy to discover a common meeting 
ground for discussing the role of account- 
ing in the executive program. It appeared, 
however, that the typical offering was of 
about four weeks’ duration or, if conducted 
on a more extended basis, was approxi- 
mately equivalent in terms of actual con- 
tact time to a four-week “‘in residence” 
course. 

As pertains to content, the distribution 
of opinion was distinctly bi-modal. As 
nearly as the chairmen could determine, 
those who spoke from the floor were about 
equally divided in numbers and about 
equally strong in their convictions: 


A POLL of the participants in this 


On the one hand, that accounting should not 
be taught as such, but instead taught by demon- 
stration of its role together with those of other 
disciplines in the solution of realistic business 
problems; 

on the other, that there is a real need for wider 


* This paper is based on the discussions at the round- 
table (Section ITI, No. 13) at the Annual Meeting of the 
American Accounting Association, Philadelphia, Au- 
gust 31, 1955. 

‘A summary of this information can be obtained 
from Professor Hill, Schoel of Industrial Management, 
M.LT., Cambridge 39, Massachusetts. 
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understanding of the accounting function, and 
that this need is most effectively met by direct 
instruction in accounting theory and practice. 


Fortunately, due to the care exercised 
by President Willard J. Graham in the 
selection of chairmen, the chair was simi- 
larly split on this issue, thus maintaining a 
balance of opposing views favorable to 
spirited discussion. 

Professor Jerome, after a few intro- 
ductory words by Professor Hill, stated 
his position as follows: 

In these management programs I sus- 
pect that we will find quite a few active 
adherents of a fairly formalized approach 
to accounting. Others, including myself, 
will be found just as staunchly arguing 
that the accounting segment of these 
programs is merely a means to other ends. 
Thus the teaching of accounting in any 
formalized sense becomes quite incidental 
to such broader objectives as developing a 
better understanding of accounting’s over- 
all contribution to a business. 

Because of these inevitable differences of 
opinion as to the role of accounting in 
management courses, I suggest first setting 
up at least three check points against 
which to contrast such differences as do 
exist. 

The first of these check points might 
properly concern the particular objectives 
that the faculty of any of these manage- 
ment programs want the accounting seg- 
ment to accomplish. My guess is that the 
general objectives of the accounting seg- 
ment tend to be similar in the various pro- 
grams. These objectives might be described 
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as involving a hope that the participants 
will develop a greater understanding of how 
accounting data can help each of them in 
their own day-to-day operations. In addi- 
tion, it is presumably hoped that the par- 
ticipants will have a greater appreciation 
for the contribution of the accounting func- 
tion to the over-all well-being of a business, 
especially in the sense of facilitating plan- 
ning, controlling costs, preserving assets, 
and minimizing taxes. 

The second check point has to do with 
the way each of these programs delimits 
the field of accounting. In other words, 
what aspects of accounting should be 
covered? For instance, to what extent does 
a knowledge of accounting involve an 
understanding of bookkeeping techniques, 
of financial accounting, of cost accounting, 
of auditing, and the like? Or, again, for the 
purposes of these courses, is a knowledge 
of budgeting and budgeting techniques 
either a substitute for or a necessary 
corollary to a knowledge of accounting? 
Or, again, is there a body of learning that 
can be discussed under the heading of 
“managerial accounting” as contrasted, 
let us say, with more technical aspects of 
accounting involved in the areas of taxa- 
tion, systems, and financial accounting? 
Put somewhat more succinctly, what do 
you have to teach in order to say that you 
“teach accounting’’? 

The third check point concerns the 
manner in which the various programs 
seek to achieve whatever ends are agreed 
upon in One and Two above. Involved here 
is the teaching technique used. For 
instance, does the accounting segment 
start off with a study of bookkeeping pro- 
cedures, or is possible to embark at a some- 
what higher level—using case studies per- 
haps? Involved here also is the amount of 
time it is decided to allocate to the 
accounting phase of the program. 

My own beliefs regarding the role of 
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accounting in these programs may best be 
expressed by a series of premises. These 
premises in turn may serve as a basis for 
discussion. 

Premise One is that the time spent on 
the teaching of accounting in these pro- 
grams should be rather difficult to differ. 
entiate from the time spent on other as- 
pects of the program. Certainly a great 
deal of the “‘accounting” in any of these 
programs should be taught by other than 
the accountant on the faculty. The teach- 
ing should come from illustrations used 
in the marketing, production, and other 
areas. Although I handle roughly 18 per 
cent of the classroom time in the Syracuse 
program, considerably more time than 
this is given over to an analysis of account- 
ing matters by other members of the 
faculty. 

Premise Two is that neither the teaching 
of bookkeeping techniques nor an analysis 
of the flow of accounting data through the 
various ledger accounts is necessary to an 
understanding of the managerial uses of 
accounting. I regard all accounting data as 
basically a reflection of a variety of busi- 
ness operations. Consequently, if opera- 
tional problems are understood, then the 
accounting picture should be reasonably 
clear once the underlying accounting 
assumptions and terminology are under- 
stood. 

Premise Three is that the division of 
accounting into various subject areas, 
like financial, auditing, cost, systems, 
tends to be unfruitful in these programs. 
Accounting, as perhaps the basic language 
of business, offers an excellent medium 
for developing an over-all, interdepart- 
mental point of view. Since the develop- 
ment of this over-all approach is a basic 
objective of most management programs, 
the segmentation of the teaching of ac- 
counting tends to be self-defeating. 
Premise Four is that the budget process 
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provides the most logical vehicle for the 
teaching of accounting. Successful budget- 
ing puts a premium upon good organiza- 
tion, effective communications, and an 
appreciation for the over-all needs of a 
business. Furthermore, it is a process 
common to the experiences of most 
management people. To understand this 
process is also to understand most of the 
things that management people need know 
about accounting. 

In summary, I believe that the teaching 
of accounting in these management pro- 
grams has required and will continue to 
require something of a redefinition of what 
itis that we are teaching and for what end. 
Henri Fayol’s table of executive abilities, 
for instance, indicates that roughly 10 
per cent of managerial ability or skill in- 
volves accounting matters. To devote too 
much time to a formalized accounting seg- 
ment of management programs, therefore, 
may be undesirable. 

A partial solution to the problem of 
obtaining a balanced approach to the 
accounting segment of these programs 
seems to lie in the fact that management 
personnel bring real on-the-job experiences 
to the classroom. Accordingly, accounting 
to them comes primarily in the saape of 
budgets, reports, and internal control 
procedures. These are everyday facts of 
life that must be lived with. These are the 
sort of things that we might profitably 
emphasize in the classroom. Anything 
that contributes to a clearer understanding 
of these particular facts certainly comes 
within the gamut of “teaching accounting.” 

If this sort of teaching is to be done 
effectively, I suspect that the accountant 
on the faculty will require the systematic 
assistance of his colleagues in the other 
fields of marketing, finance, personnel, and 
production. Accounting when presented in 
this way does become the language of 
business. Its teaching also contributes to 
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the development of an over-all interdepart- 
mental point of view which in turn is a 
common goal of most management pro- 
grams. 

Professor Hill’s observations, as pre- 
sented during the ensuing discussion, were 
as follows: 

As might be expected, I find myself in 
agreement with a part of what Professor 
Jerome has said, and in at least partial 
disagreement with the remainder. 

I think he has, in his list of “check 
points,” raised the right questions. In 
planning either a short- or a long-term 
study program for business people, one 
should start with (1) a reasonably clear 
definition of objectives, proceed from there 
to determination of (2) the subject content 
pertinent to accomplishment of these 
objectives, and certainly give careful 
thought to (3) the pedagogical method most 
appropriate to the student group and the 
subject matter. 

From here on our views diverge, ap- 
parently as a result of a difference of opin- 
ion as to what may properly constitute an 
“executive program.” Professor Jerome’s 
“premises” seem to be based on an assump- 
tion that we are necessarily talking about 
a program designed to define and integrate 
the complex processes suggested by words 
such as “managerial control.” If we accept 
this underlying “premise,” I shall be the 
first to concede that accounting method 
is but one of the factors involved and that 
it would be palpably absurd to treat it as 
the sole, or even predominant, element in 
the study program. I am, however, un- 
willing to accord unconditional acceptance 


‘to his point of view. 


In the first place, and despite my realiza- 
tion that I am treading on numerous toes, 
I feel compelled to express my doubts as to 
the effectiveness of the one-, two-, three-, 
or four-week program which purports to 
cover the managerial waterfront. I don’t 
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mean to imply that such programs are use- 
less. On the contrary, I believe that they 
may be very stimulating to management 
people, particularly to those who can’t or 
don’t make a place in their schedules for 
reading and thinking on subjects not 
immediately related to their daily work. 
But I will state categorically my beliefs 
that occasional attendance of such ses- 
sions is no substitute for continuing in 
formal self-education, that we cannot 
possibly make big thinkers out of little 
thinkers in one month, and that the 
directed discussion of broad managerial 
problems is of limited benefit to the par- 
ticipant who is seriously deficient in the 
vast store of substantive knowledge neces- 
sary to cope with such problems. 

This brings me to the point of offering 
my own basic premise: that providing 
business executives with a working knowl- 
edge of accounting method is a productive 
form of activity, something we here are 
qualified to do, something which can be 
done in a reasonably short time, and hence 
a perfectly valid objective for a short- 
term “executive program.” 

My own observations, together with 
those of my friends in industry and in 
education, lead me to believe that many 
business men are surprisingly ignorant 
concerning the origins of the financial 
data from which they are expected day 
after day to draw important inferences. As 
a result, they are either blind to the limita- 
tions of the figures or, depending on the 
individual temperament, so distrustful of 
the data they they fail to make good use of 
them. Which reaction is the worse I have 
no idea; certainly neither is good for busi- 
ness. 

Professor Jerome’s earlier description 
of accounting as “perhaps the basic lan- 
guage of business,” although somewhat 
shop-worn, nevertheless contains a sub- 
stantial element of truth. Noting that the 
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typical high school graduate has already 
devoted about 20 to 25 per cent of twelve 
academic years of formal study to the 
English language, I have no qualms ip 
suggesting that four weeks of attention by 
the business man to the ‘“‘business lap. 
guage” will not take him beyond the 
saturation point. 

I am even willing to argue that con- 
sideration of the double-entry concept 
(upon which accounting methodologyisina 
sense founded) and of the elements of 
systematic data processing is essential to 
obtaining a grasp of what accounting is 
all about, what it does and does not do, 
what it can and cannot do. And I could not 
be surer of anything than that the business 
executive needs to know and understand 
the rationale behind the mixture of logic 
and convention described as “accepted 
accounting practices,” that constantly 
evolving body of measurement rules which, 
good, bad, or indifferent, define “profits” 
—a concept of rather general interest in 
the business world. 

I have the uncomfortable feeling that, 
because too few executives know enough 
about accounting and too few accountants 
know enough about management, there 
are altogether too many situations in which 
there is no real basis for line-staff com- 
munication within the firm. In such cases, 
the accountant simply says, ‘‘We can’t do 
it that way because . . . ’’; the boss doesn’t 
have any idea what the accountant is talk- 
ing about; and status quo reigns supreme. I 
am suggesting one line of attack on this 
problem; the other involves curriculum 
design also, but in areas not here under re 
view. 

Having made this plea for your serious 
consideration of the more limited (and 
hence perhaps also the more practical) 
objective of teaching accounting as such, 
let me add one further thought on program 
aims. I suggest that we may be a little too 
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eager to “get in the act,” to do what every- 
body else is doing. I am certainly not the 
frst to indicate that there appears to be an 
dement of “‘faddism” in the present wave 
of executive programs, and I do not expect 
that my doing so will have any effect on 
the tide. However, it does seem construc- 
tive to suggest that, in addition to trying 
to identify the real needs of business, we 
might give some thought to whether or 
not we have, at our respective institutions, 
any special know-how or facilities to offer. 

I would point out, for example, that 
there seems currently to exist in industry a 
sort of general frustration with respect to 
the utilization of the electronic computer 
as a vehicle for data processing in the 
accounting sense. The opportunity for 
special service by those schools able to 
bring together faculty skills in electronics 
and accounting is very promising. Use of 
the accounting system, the largest and 
most highly integrated component of the 
total information system within the busi- 
ness unit, as a focal point for exploration 
of electronic data processing problems 
seems to me an obvious line of attack. 

Finally, let me add just a few words on 
pedagogical technique. Bear in mind that 
I am talking about a somewhat different 
kind of program from that conceived by 
Professor Jerome, and do not take these 
comments as direct criticism of what he 
has said. 

I have mentioned that there seems to be 
a big style factor in “executive programs.” 
I believe that this same element exists with 
respect to the “‘case method’’; and I am 
convinced that the case method is of 
limited value in connection with any pro- 
gram designed to teach accounting to busi- 
hess people. 

When we talk about this particular 
technique with respect to our regular 
undergraduate and graduate subjects, 
we usually argue that its greatest virtue 
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lies in bringing the inexperienced student 
into touch with the real world, that it isa 
partial substitute for the laboratory as 
used in the teaching of the natural 
sciences. In the present context, where we 
are discussing the education of persons 
who have had years of exposure to com- 
pletely real cases, its role is not so obvious. 
These persons presumably come to us 
because experience has not been an en- 
tirely satisfactory teacher. This suggests 
the need for a different approach. 

Obtaining a working familiarity with 
accounting involves the absorption of a 
fairly substantial and reasonably well 
organized body of knowledge. The kind of 
student we are talking about already 
possesses a framework on which to hang 
this knowledge. The kind of program we 
are debating puts a heavy premium on 
time conservation; and even the most 
ardent advocates of the case method will 
admit that it involves a high ratio of time 
consumed to knowledge acquired. I con- 
tend, therefore, that case material should 
be used sparingly and only to the extent 
essential to maintenance of a high interest 
level (theoretically not an important 
problem) and to demonstration of sample 
applications. I would add, however, that a 
high ratio of class to individual study time 
does appear to be necessary, probably be- 
cause so many business people become 
habituated to “talking out’ rather than 
“thinking out” their problems. 

In summary, I am all for teaching ac- 
counting as accounting, although I do not 
presume to argue that this is a sole, or even 
a preferred, aim for the executive program. 
I believe that much of the content of ac- 
counting can be effectively taught apart 
from marketing or personnel administra- 
tion; but I freely concede that, in a dis- 
cussion of “planning” or ‘‘control,” ac- 
counting is only one of the many elements 
involved. I hold that the oft-heard state- 
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ment that “financial accounting is for 
accountants and of no use or interest to 
management” is a gross absurdity, and 
feel that no one holding a responsible 
managerial position in modern industry 
should be without a working knowledge of 
“financial accounting.” (I am continually 
amazed by observation of the blind devo- 
tion to the “profit system” on the part of 
individuals who seem to have no idea of 
how “profits” are measured and hence of 
what they mean.) And, finally, I take a 
rather dim view of the value of the case 
method in the ‘“‘accounting executive pro- 
gram.” 


DISCUSSION 


Since facilities were not available for the 
recording of remarks from the floor, it is 
possible to reproduce here only the gist of 
those comments which the chairmen can 
remember. Since the chairmen were 
throughout busily occupied in thinking up 
cogent arguments with which to confront 
each other, they experience a perhaps un- 
derstandable lack of total recall. Although 
all of those who spoke were identified, 
names have been deliberately omitted in 
the hope that liability for misrepresenta- 
tion may thus be avoided. Some of the 
ideas which seemed of particular interest 
are roughly paraphrased as follows: 

Question: What was the genesis of the 
MIT program, the Syracuse program? 

Answer: The MIT program was de- 
signed to present in short-term form one 
segment of the MIT School of Industrial 
Management’s twelve-month Executive 
Development program. The Syracuse pro- 
gram was similarly planned to focus on a 
particular area of significance to business, 
namely that of management controls. 
Control, it was felt, constituted a body of 
knowledge in itself of which accounting 
was but one, albeit an important, part. 
Both programs are of approximately four 
weeks’ duration. Both programs also seek 
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to capitalize upon the particular interests 
and skills of their respective faculties, 

Question: What instructional materials 
and methods are used in these two pro- 
grams? 

Answer: At MIT, text and problem 
material is used, supplemented by current 
readings, lectures on new developments of 
special interest, and a limited amount of 
case material. At Syracuse, use is made of 
lectures, articles, and cases, starting off 
with financial statement analysis (e.g., to 
show meanings and relationships in addi- 
tion to the sources and uses of funds) and 
then Jeading into the planning, program- 
ming, and budgetary process. 

Question: Is it desirable to teach basic 
accounting procedures and techniques in 
these programs? 

Answer: Opinion was divided upon this 
most controversial aspect of the panel 
discussion. There were those who felt that 
a knowledge of debits and credits, of 
primary records and accounts, was es 
sential to an understanding of accounting. 
The adherents of this point of view be- 
lieved that the businessmen attending 
management programs were assumed to 
have a greater understanding of and facil- 
ity with accounting data than usually is 
the case. Others felt that it was of primary 
importance for these executive programs to 
help the businessman (1) to ask the right 
questions when he has to use accounting 
data and controls and (2) to avoid being 
overwhelmed by the accountant’s jargon 
and customary conservatism. 

Question: Is there any executive pro- 
gram which uses an “integrated” 
curriculum as contrasted with the tradi- 
tional subject approach? 

Answer: A number of universities have 
what they call an integrated approach to 
management problems. By emphasizing 
an essentially interdepartmental point of 
view in the area of problems in organiza- 
tion, business policy, community relations, 
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fnancial management, and the like, this 
approach gets away from the teaching of 
sparate subjects, such as accounting or 
production or marketing. Through its 
emphasis on management controls and the 
budgetary process, the Syracuse program 
similarly stresses an interdepartmental 
approach to management problems. 

Question: How do you handle those men 
in the general type of executive program 
who have no knowledge of accounting? 

Answer: One or more of three procedures 
can be followed: (1) expose these men to 
accounting reports, problems, and discus- 
sions for the substantial benefits that can 
be derived from this experience; (2) refer 
them to particular articles and books for 
detailed explanation of bookkeeping me- 
chanics or more technical accounting pro- 
cedures; and (3) have a few special volun- 
tary sessions where the bookkeeping process 
can be explained or technical problems 
examined. 

Question: How do you teach budgeting? 
For example, is national income analysis 
used? 

Answer: Specifically in the Syracuse pro- 
gram, the budget process is approached 
from a number of directions. Projections of 
financial statements serve as one basis for 
planning, programming, and organizing. 
The marketeer’s sales forecast and sub- 
sequent setting of quotas provides another 
approach leading into the problem of 
setting inventory levels and planning the 
production budget. Consideration is given 
to the financial manager’s planning of both 
short- and long-term capital resources. 
The economist’s projection of national in- 
come and its distribution is also a part of 
the budget picture that must be analyzed, 
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as well as a number of related statistical 
techniques. 

Question: What kind of persons attend 
these programs? 

Answer: It is difficult to generalize, 
since some programs are designed for top 
management and others for middle and 
lower management. Some programs, like 
that at MIT and, to a degree, Syracuse, 
have limited objectives as contrasted with 
those offered at Columbia and Harvard. 
Age, job experience, and job function are 
other variables. Certain differences must 
inevitably exist between night courses and 
short, non-credit courses given at locations 
far removed from the job. The immediate 
needs and objectives of those attending 
night courses usually seem to call for more 
of a “how to do it” approach than is 
typically true of the general management, 
non-credit programs. 

Question: How successful have these 
executive programs been? 

Answer: The participants are almost 
universally enthusiastic. Loyalty to the 
group and to the sponsoring university 
makes it difficult to get objective opinions 
about the intrinsic value of any given 
program. Furthermore, since their individ- 
ual needs are as different as the programs 
themselves, there is no common basis upon 
which the participants can make an objec- 
tive appraisal. Most men, however, appear 
to profit from such experiences, partly 
from the specific content, partly from the 
exchange of ideas with faculty and class- 
mates, and partly from the opportunity 
to take a somewhat more detached look at 
their job, their company, and their com- 
munity. 
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INTERMEDIATE ACCOUNTING 
INSTRUCTION—CIRCA, 1955* 


Harry D. KERRIGAN 
Professor, University of Connecticut 


was surveyed through a questionnaire 

that was sent to 100 colleges in the 
Spring of 1955. Answers were received from 
two-thirds of the colleges.. The survey 
dealt with the state of instruction as it is, 
rather than as it might be, but the latter 
aspect was not entirely overlooked. 


| NSTRUCTION in intermediate accounting 


LENGTH OF STUDY 


The course seems to be firmly estab- 
lished in schools offering a more or less 
complete study of accounting. Schools with 
a three-year program in accounting offer 
the intermediate course in the second year, 
typically for the full year: 

Semester Hours Offered 


2 6 8 
Number of schools...... 1 19 42 1 


SCOPE OF STUDY 


Equally pronounced is the established 
scope of study, if one may judge from the 
textbooks used: 


Number of Schools 


Other books (eight in all).......... 


The force of this impression is reduced, 
though not materially, by two further dis- 
closures. 

First is the fact that a number of schools 
require supplementary readings. Out of 61 
schools answering this point, 18 require 
supplementary readings, 11 only recom- 
mend it, and 32 require and expect none. 
The readings mentioned were as follows: 

Times 
Mentioned 
AIA bulletins 


ACCOUNTING REVIEW articles 
Other textbooks 


Second, certain topics in a book were 
omitted, even in a year course. Leading the 
list of topics omitted is “‘review of account- 
ing process,” which was mentioned 4 times, 
Among other topics omitted, “statement 
analysis’ and “actuarial matters” were 
each mentioned 3 times. 


SIZE OF CLASSES 


This seems to conform generally to 
what is found in other junior and senior 
subjects, as indicated below: 


Number of Students, per Class 


12-22 23-33 34-44 Overt 
Number of schools... 12 33 16 3 


MAJORS versus NON-MAJORS 


Does the intermediate course provide 
some breadth of background useful in 
specializations other than accounting? 
In answer it should be said that this course 
centers attention on topics of the broadest 
possible appeal of any accounting study 
following a year of fundamentals. More 
non-accounting majors should therefore be 
found taking the intermediate course than 


* This paper summarizes the highlights of a round- 
table on intermediate accounting instruction, held at 
the 1955 annual meeting of the American Accounting 
Association, at the University of Pennsylvania. 

1 Questionnaires were sent to all state universities, 
all other “large” universities, and a few smaller colleges. 
In the analysis of answers received, the writer acknowl 
edges the help of Professor Paul E. Fertig of Ohio State 
University. Professor Fertig and the writer served as 
co-chairmen of the roundtable mentioned in the preced- 
ing footnote. 

? Tabulations presented in this paper add up to vary- 
ing totals of number of schools reporting because some 
answers were not clear or were omitted. 


Times 
Mentioned 
Journal of Accountancy articles 
Annual reports 
Other sources (ten in all) 
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any other course beyond the first year. 
The answers received on this point are as 


follows: 
Semester Hours Offered 
2 J 6 8 
Required only of majors: No. 


Required also of certain non- 
majors: No. schools....... in 


The per cent of non-majors in the inter- 
mediate course was another point of in- 
quiry. The table following gives the per 
cent of non-majors required to take the 
course to total enrollment: 


Semester Hours 
Offered 
2 3 6 
Per cent of non-majors: 

Under 20 per cent: No. schools... 1 + 6 
20-39 per cent: No. schools...... — 1 4 
40-59 per cent: No. schools...... — — 1 
60-79 per cent: No. schools... . 1 4 1 
80 per cent: No. schools...... _ 2—- 


The per cent of non-majors who elect inter- 
mediate accounting is less impressive; 
this may be due as much to faculty counsel- 
ling as to students’ independent judgment: 


Semester Hours 


Offered 

2 3 6 
Per cent of non-majors: 

0 per cent: No. schools...... — 6 14 
1- 9 per cent: No. schools...... — 5 7 
10-19 per cent: No. schools..... 1 + 8 
20-29 per cent: No. schools...... _ 3 5 
30-39 per cent: No. schools...... — 1 2 


READING ASSIGNMENTS 


The custom of a “chapter a week” is still 
strong. If the course is a year long, this 
means around 20 pages of reading a week; 
supplementary readings, if any, would be 
in addition. 


WRITTEN ASSIGNMENTS 


The written assignments are heavy with 
problems but light in questions, as shown 
below for a typical week: 


Number of Problems Assigned 


6© Gove 
Number of schools.... . 2 


Number of Questions Assigned 


315 


Number of schools. . 
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The above pattern is slightly different 
for a few schools. In 4 schools, students are 
asked to scan certain extra problems 
related to those formally assigned. In 3 
schools, assignments were also made from 
a “work book.” Two schools assigned 
“short papers,’ and 3 schools assigned a 
term-long paper, in addition to weekly 
written assignments. 

Should written assignments be graded 
or just checked off? The answer to this 
question showed that two-thirds of the 
reporting schools are not going to the 
trouble or expense of grading papers. The 
reason for this probably is in part a 
budgetary one, and in part also one of 
policy, to discourage students from copy- 
ing solutions from graded papers. The 
tabulation on the question follows: 


Number of 
Schools 
Papers: Checked; check recorded......... 12 
Papers: Checked, reviewed; check recorded. 29 
Papers: Graded; grade recorded.......... 23 


Only two schools reported that written 
answers are distributed to their classes. 
The great majority of the schools (44) 
discuss answers orally with the aid of the 
blackboard. A surprising number (18) 
kept their silence on this point, leaving the 
inference that answers are not discussed, at 
least as a regular practice. 

The weighting of written assignments in 
making up final grades varies from an auto- 
matic one-third of grade in course down to 
zero, as shown below: 


Number of 
Schools 
Weighted (one-third to one-tenth)........ 19 
Not weighted, but must be satisfactory..... 24 
Considered in marginal cases only........ 8 
Various penalty schemes, if unsatisfactory. . 5 


Where papers are weighted, 3 schools give a 
weight of one-third of grade in course, 8 
schools give a weight of one-fifth and 8 
schools give a weight of one-tenth. 
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EXAMINATIONS 


A patternof three one-hour tests seems to 
be the most popular with teachers: 


Number of One-Hour Tests 


012 3 4 5 6 Over6 


Number of schools.. 1 2 17 26 10 2 3 1 


Less-than-one-hour tests find few advo- 
cates, judging by the answers received on 
this question: 
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LABORATORY 


The intermediate course is definitely 
conducted on a lecture- and discussion. 
basis. Only 6 schools of those reporting 
require an hour or two of weekly labora. 
tory and 3 make the laboratory optional 
with extra credit. Some teachers believe 
that it is not too early in the program, for 
schools stressing C.P.A. preparation, to 


Number of Short Quizzes 


0 1-3 46 1-6 7-9 — = Sundry Plans 
2 5 


Number of schools............ 32 4 


Final examinations are given in all but 
one of the reporting schools. The two-hour 
examination was mentioned most often (42 
schools); the three-hour examination 
ranked next (19 schools); and one school 
gives a five-hour examination. 

Weighting of examinations for purposes 
of the final grade is more consistent be- 
tween schools for final examinations than 
for one-hour tests: 


Per cent Weighted 
Under 21 21-40 41-60 61-80 Over 80 


Final exam.: No. 


schools..... 4 42 12 2 1 
One-hour tests: 
No. schools 5 19 19 15 1 


Turning to the make-up of final exami- 
nations, problems easily outrank all other 
types. The non-problem types fare as 
follows (figures refer to number of schools 
using each classification) : 


b. Completion questions. 14 
c. Multiple-choice questions................... 19 
41 


The reporting schools are approximately 
evenly divided in the use of essay and 
types a, b, c questions. The value assigned 
to problems in a final examination is high, 
as shown in the following: 


Problema: No. schools. 
Questions: 


3 


use laboratory sessions for practice in 
techniques of problem solutions and clock- 
ing the time it takes to complete solutions, 


TEACHER POLICIES 


Should teachers be tagged for inter- 
mediate accounting as one of the 
specialized fields in which to teach? The 
answers received show that 31 schools re- 
gard the intermediate course as a special- 
ized field; 16 do not, rotating teachers; § 
have combination policies; and 12 pursue 
no positive policy on the question. The 
rotation plan is surprisingly unpopular 
although this plan would seem to have the 
obvious advantage of inducing teachers, 
otherwise too busy, to keep abreast with 
developments in general theory. 

In answer to another question, 22 
schools assign the intermediate course to 
“older” teachers; 4 have a policy opposite 
to this; and 38 have no positive policy. 
There is still much prejudice, therefore, 
against having younger teachers handle 
this and other junior and senior courses. 


CHANGES PROPOSED 


Nearly every school answering the ques- 
tionnaire had something to say for improv- 


Per cent Weighted 
Under 20 21-40 41-60 61-80 81-100 


_ 3 7 13 34 
48 5 3 1 — 
40 13 + 
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ing instruction in intermediate account- 
ing. However, there was little agreement, 
as is shown in the following: 


(1) Teaching Methods 


Leading the list of suggestions was “use 
more visual aids,” which was mentioned 
by 14 schools. ‘Use laboratory for extra 
problems” was suggested by 5 schools. 
Other suggestions, mentioned two times 
or less were: teach from problems, lecture 
less; spend more time with “why” ques- 
tions; and use graders and grade problems 
assigned. 


(2) Written Assignments 


No strong feeling for change was evident 
as to written assignments, but 6 schools 
did urge the use of more essay type ques- 
tions, and 4 asked for more problems 
stressing ‘managerial decisions.” 


(3) Textbooks 


The attitude toward the textbooks avail- 
able is one of general blissfulness. This 
could be due to an attivude of letting well 
enough alone, suggesting something of a 
general complacency; on the other hand, 
it may stand for a genuine belief of solid 
attainment by the textbooks used. At any 
rate, the largest urging was for “more at- 
tention to principles, less to mechanics,” 
mentioned 5 times, and ‘“‘develop more an- 
alytical reading,”’ also mentioned 5 times. 
Among the rest of the suggestions, men- 
tioned 2 times or less were: give more ex- 
amples, less discourse; pay more attention 
to income determination; avoid discussion 
of too many alternatives; and “books 
should be easier to read.” 

As to the character of written assign- 
ments in textbooks, 5 schools asked for 
more “cases”; 4 for greater variety in 
problems; 4 for closer tie-in with text 
reading; 3 for less C.P.A. approach; 2 for 
more “realism”; and 2 for more helpful 
formats in presenting problems in order to 
reduce solution time. 
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(4) Supplementary Readings 


A small number of schools (5) proposed 
more use of AIA and AAA material in the 
form of pronouncements and magazine 
articles as a way of improving instruction. 


(5) Place in Program 


There is general satisfaction with the 
present place of the intermediate course 
in the accounting program. Seven schools 
not fully satisfied propose that the course 
be opened to sophomores, implying that 
the elementary course should be opened 
to freshmen. Fifteen schools suggest a 
longer course; 10 of these currently offer 
a three-hour course, and 5 currently offer 
a six-hour course. 


(6) Sundry Proposals 


Among other suggestions made, 4 schools 
would like to see the size of classes limited 
to 30 students; 3 wish the course could be 
made more attractive as an elective; 3 
think non-majors should be segregated into 
a separate class; and 3 suggest that a se- 
mester of cost accounting should be made 
a prerequisite. 


LOOKING FORWARD 


The survey showed great interest in in- 
termediate accounting instruction, a gen- 
eral desire to experiment with changes, 
and ample alertness for practices going on 
at other schools. None of these conditions, 
however, can be said to have reached a 
sufficient state of ferment to lead one to 
think that large and drastic changes are 
on the way. 

Since the textbook used sets both the 
breadth and depth of a course, may one 
assume that future development of inter- 
mediate accounting instruction rests mainly 
with writers rather than teachers? The rec- 
ord to date is inconclusive, for teachers 
write and writers teach. It may be ob- 
served, however, that the last five years 
have seen three or four books designed for 


itely 
ion- 
ting 
ora- 
onal 
lieve 
for | 
» to 
in 
ock- 
ns, 
ter- 
the 
he 
Te- 
ial- 
sue 
The 
lar 
the 
TS, 
ith 
22 
to 
ite 
cy. 
re, 
dle 
eS. | 
es- 
V- 
| 


422 The Accounting Review 


the intermediate course that have defi- 
nitely veered, in varying degrees, from the 
conventional approach. None of these 
books have received anything more than 
negligible consideration. The vast major- 
ity of teachers remain unconvinced that 
the writers in question have produced an 
improved product. The vast majority of 
teachers remain unperturbed by the criti- 


cism of one of these writers (whose ap- 
proach represents the sharpest departure 
yet) that the conventional-type book jg 
“hit-and-miss bundling of assorted topics 
as opposed to careful selection of related 
material.” The verdict, in other words, ig 
for a book which follows the time-honored 
treatment, at least in the foreseeable fy. 
ture. 
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BRINGING ACCOUNTING CURRICULA 
UP-TO-DATE* 


Q. LANGENDERFER 
Assistant Professor, University of North Carolina 


ERNEST H. WEINWURM 
Associate Professor, De Paul University 


attention to the existing gap between 

current accounting curricula and the 
more recent applications of accounting 
data. Many accounting departments in 
schools of business have adjusted their 
curricula to meet these modern require- 
ments or are working in that direction. 
But the writers believe that a majority 
have not kept pace with the evolution of 
accounting techniques and the needs of 
business. The reasons for this unsatisfac- 
tory situation can be traced back to the 
early growth of accounting practice and 
the teaching of accounting at the college 
level. 

Coincident with the expansion of busi- 
ness organizations from small owner- 
operated enterprises to large professionally 
managed corporations, there was an evolu- 
tion of accounting practices from the clos- 
ing decades of the nineteenth century for- 
ward. Out of the simple techniques of cash 
recording there evolved an ever more com- 
plex system of financial accounts. This 
was primarily an accomplishment of those 
who called themselves chartered or public 
accountants rather than those who kept 
the accounting records of business enter- 


Te purpose of this paper is to call 


* This paper was developed out of Round Table No. 
10 at the Annual Meeting of the American Accounting 
Association, Philadelphia, August 31, 1955. The follow- 
ing individuals were members of the round table: 
Herman W. Bevis, Price Waterhouse & Co.; Robert L. 
Dickens, Duke University; Vern L. Elliott, Atlantic 
Refining Co.; Billy E. Goetz, Massachusetts Institute 
of Technology; Arnold W. Johnson, New York Uni- 
versity; Carl L. Nelson, University of Minnesota; Roy 
Stone, American Meat Institute. Excerpts from their 
talks have been included in this paper. 
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prises. As a result, this particular, com- 
paratively small, group of accountants be- 
came identified as the representative group 
of the whole profession both in the public 
mind and among accountants as well. 

However, following World War I, there 
was another significant expansion of ac- 
counting activities from the narrower fi- 
nancial into the much broader managerial 
field, from historical accounting into pre- 
determination, planning, control and deci- 
sion making. New professional organiza- 
tions were established such as the Control- 
lers Institute of America and the National 
Association of Cost Accountants. But none 
of these has been able to match the 
strongly entrenched prestige of the organ- 
izations of certified public accountants. It 
has been an incidental but significant ef- 
fect of the present conditions that the pro- 
fessional examination which has been espe- 
cially designed to meet the requirements 
of public accountants and auditors is being 
accepted by both the profession and the 
general public as the supreme test of 
achievement for all accountants. 

It is this situation which leads to the 
first problem which we want to discuss, 
namely, what is wrong with the typical ac- 
counting curriculum? When these curricula 
were originally set up, public accountants 
had a principal part in the effort. In fact 
many teachers were public accountants. 
This very close contact between college 
accounting instruction and the profession 
of public accounting has continued up to 
this time.-In our opinion, it has tended to 
perpetuate the existing inadequacies of the 


| 
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accounting curricula. We believe that 
these close contacts and the concomitant 
emphasis on the CPA examination have 
contributed to such deficiencies as: (1) in- 
adequate training of accounting teachers 
toward meeting the needs of business; (2) 
failure of writers and publishers of ac- 
counting textbooks (with some excep- 
tions) to provide a product which conforms 
to those needs; (3) lack of training of stu- 
dents in the solution of business problems 
and the proper analysis of more complex 
business situations (overemphasis of the 
how of doing things over the why). 


ORIENTATION OF CURRICULA TO THE 
CPA EXAMINATION 


As a result of the conditions indicated 
above, most accounting curricula, in the 
opinion of the writers, tend to reflect the 
requirements of the CPA examination to 
the disadvantage of other accounting ap- 
plications. This seems to be so despite the 
recognized fact that only a comparatively 
small minority of accounting majors re- 
main in the field of public accounting. Ac- 
cording to data collected by Professor 
Rollin Niswonger' only 27 per cent of 
those who receive degrees in business ad- 
ministration are accounting majors. Mr. 
Herman Bevis referred at the round table 
to statistical information gathered by the 
American Institute of Accountants to the 
effect that only 20 per cent of accounting 
majors went into public accounting. Us- 
ing 100 as an index base, this means that 
only 27 out of each 100 business adminis- 
tration majors are accounting majors and 
of these 27, only five or six will go into 
public accounting. This raises a very seri- 
ous question: Should accounting curricula 
emphasize the needs of the five or six stu- 
dents who will enter the practice of public 
accounting or should they more logically 
be directed towards the much larger num- 


1 “The Attraction and Selection of Accounting Stu- 
dents,” AccouNTING REVIEW, January, 1956. 
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ber who will do other types of accounting 
work or even to the many more who will 
work in other lines of business? This dis. 
parity becomes even more pronounced 
with regard to the first year course of ac. 
counting. 

Let us assume that all business adminis. 
tration majors are required to take one 
year of accounting, that 27 per cent of 
these will major in accounting and that § 
or 6 per cent will go into public account- 
ing. It seems wrong to conduct that course 
with a primary view to the benefits of the 
accounting majors or even of those enter- 
ing public accounting. As Mr. Bevis 
stated, “The colleges must more clearly 
define the objectives of their curricula and 
decide to what extent the public practice 
of accounting and, therefore, the CPA ex- 
amination, fits within them. As long as the 
CPA examination is directed toward test- 
ing qualifications for the public practice 
of accountancy, but the large majority of 
accounting students in the colleges are des- 
tined for other fields, the relationship be- 
tween college curricula and the examina- 
tion need extend no further than the prin- 
ciples and fundamentals common to the 
two.” 

Professor Carl Nelson suggests that 
“Fortunately for the accounting profes 
sion, instructors in accounting have not 
had a free hand in setting up curricula de- 
signed to train accountants. It has been 

. . necessary to justify curriculum plans 
to colleagues who may not have an over 
whelming enthusiasm for accounting 
courses piled upon accounting courses.’ 
Otherwise the inadequacies of accounting 
curricula might be even greater! 

Two specific illustrations will emphasize 
more clearly how closely accounting cur- 
ricula have been oriented in the direction of 
the CPA examination requirements. First, 
take the case of the place of the study of 
consolidated statements in the accounting 
curriculum. As Professor Nelson says, 
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‘How many students can prepare con- 
glidated working papers in their sleep and 
vet not be able to interpret or know when 
to use consolidated statements?” And 
even more to the point, how frequently 
will accounting majors be called upon to 
prepare consolidated statements other 
than in connection with passing the CPA 
examination? Probably very infrequently. 
Yet this topic is too often included in 
courses which form the “‘core’”’ of the ac- 
counting curriculum. It is too frequently 
considered to be a truly important topic 
and thus is included in a required course, 
not to the extent of a few hours, but fre- 
quently to the extent of spending as much 
as half of the advanced accounting princi- 
ples course on the subject. This time spent 
seems to be all out of proportion to the sig- 
nificance of the topic for accounting stu- 
dents. 

Secondly, how strongly the atmosphere 
of the CPA examination has influenced 
the thinking of educators may be seen in 
the attitude of accrediting agencies. They 
appear to accept a master’s degree plus a 
passing grade in the CPA examination as a 
sort of equivalent of a doctor’s degree in 
evaluating the credentials of college ac- 
counting faculties. This seems to indicate 
afeeling that the passing grade at the CPA 
examination is the equivalent of the work 
to fulfill the requirements for a doctor’s 
degree. However, not even the staunchest 
supporters of the present system of CPA 
examinations will claim that its formal re- 
quirements exceed those for an undergrad- 
uate degree. 


Most accounting curricula have failed 
to provide adequately for the newer ap- 
plications of accounting in the managerial 
field. Of course, there are related topics in 
the program. But these are usually elec- 
lives, and this tends to create some sort of 
Vicious circle. Only a few students will reg- 
ister for the non-required courses. And 
since there are only a few students, these 
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courses cannot be offered on a sufficiently 
broad scale and often not on a permanent 
schedule. Accounting majors will take, 
primarily, courses that will assist them in 
passing the CPA examination. But most 
of them will not go into public accounting 
and will be inadequately prepared for their 
future jobs. They will have learned many 
techniques they won’t need but will be un- 
familiar with the newer applications and 
interpretations of accounting data. 


Inadequate Training of Teachers 


The narrow approach reflected in the ac- 
counting curricula which are primarily 
concerned with the requirements of the 
CPA examination finds its equivalent ex- 
pression in the shortcomings apparent in 
the training of accounting teachers. Far 
too many are merely technicians who know 
how to perform particular assignments 
but show little concern with their back- 
ground, significance and usefulness to 
business management. In fact, we are all 
products—and even victims—of our own 
educational background and this applies to 
teachers as well as to others. How can ac- 
counting teachers show interest in a broad- 
ening of accounting curricula so they may 
meet the changing demands of business 
when they themselves have been trained 
to think and work in narrow technical 
terms as these are reflected in the require- 
ments for the CPA examination. 

We submit that before accounting cur- 
ricula can be changed in terms of current 
business requirements, the teachers will 
first have to be trained to think and teach 
in terms of those needs. This means that 
the universities which turn out the future 
teachers must do a conscientious job of 
providing these men with the tools they 
need for teaching others along more pro- 
gressive lines. Too many doctoral candi- 
dates, aspiring to be accounting teachers, 
take little or no accounting work after 
their typical undergraduate curriculum in 
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accounting; to the extent that they do 
take additional courses, they most fre- 
quently are taught along the traditional 
lines. Doctoral candidates usually do not 
learn any of the tools of their trade, such 
as teaching methods and procedures, and 
it is not typical to permit a doctoral stu- 
dent to conduct dissertation research in 
areas which could conceivably help to im- 
prove accounting curricula. For example, 
Mr. Herman Bevis stated that a funda- 
mental study is needed to outline those 
particular areas of knowledge which can 
be imparted to the candidate for the pro- 
fession more efficiently and effectively 
through experience rather than in the 
classroom. If such areas could be deline- 
ated, it would be reasonable to believe that 
the American Institute of Accountants and 
the state societies could educate most prac- 
titioners as to their particular responsibil- 
ities in training men for the profession. 
Such a program could result in a far better 
co-ordination of training effort than now 
exists among practitioners and educators. 

It would seem logical that such a study 
as that proposed by Mr. Bevis should be 
undertaken by a doctoral candidate who 
expects to teach subsequently. But a candi- 
date who proposed such a topic for his re- 
search would likely be told that this should 
be better left to schools of education. Yet 
how many teachers of accounting in the 
colleges have been educated in schools of 
education and would have been in a posi- 
tion to make such a study! The writers be- 
lieve that a critical examination of ac- 
counting curricula in relation to the train- 
ing of future accounting teachers is an ur- 
gent necessity. 


Inadequacy of Textbooks 


It is only logical that most of the widely 
used accounting texts reflect the system 
and way of thinking indicated before with 
respect to accounting curricula and the 
training of accounting teachers. The em- 
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phasis is upon techniques, on how to do 
the job rather than why the job should be 
done in a particular way. Such books con- 
tinue and will continue to be popular as 
long as they reflect the present kind of 
curricula and the current philosophy of ac. 
counting teachers. In the circumstances jt 
is not surprising that those textbooks 
which tried to avoid the pitfalls and short. 
comings of the present system have not 
been too successful. It would seem that the 
quickest way to bring curricula up-to-date 
would be through better trained teachers 
and more adequate textbooks. Since teach- 
ers are inclined to follow the textbooks, it 
would appear that better books could lead 
to more adequate methods of teaching, 
However, the responsibility would be with 
those who are in charge of selecting the 
textbooks. As long as they stick to the old- 
fashioned texts, the newer and better ones 
will have an uphill struggle. Thus, in the 
last resort, the responsibility rests with 
the faculties, though publishers could be 
helpful by making stronger promotional 
efforts in favor of the better textbooks. 


Emphasis on Analysis and Ability in Writ 
ten and Oral Expression 


A concomitant effect of the emphasis on 
the CPA examination has been the lack of 
ability among students to analyze actual 
business situations with a view of using 
their findings by means of cral or written 
reports. This deficiency has been pointed 
out by business executives time and again. 
As long as accounting instruction contin 
ues to “drill” students on the procedural 
aspects of accounting, there is little chance 
for analysis and the proper presentation 
of its results. And yet this is a vital re 
quirement for persons who will have to 
use reports and statements as the principal 
methods of communicating their findings 
to management. As Mr. V. L. Elliott, 
Comptroller of the Atlantic Refining Com 
pany, states, “In most cases these reports 
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contain a maze of figures identified by 
technical accounting terminology. If this 
information is to be of any value at all, it 
is necessary that it be communicated to 
top management and operating people 
either orally or in writing in a clear and 
concise manner and in terms that can be 
readily understood. Although this activity 
is present at all levels of accounting from 
the clerk to the Controller, its importance 
is too often overlooked.” 

Effective expression can only result from 
effective thinking, and effective thinking 
cannot be carried on without the proper 
tools. Accounting curricula based on pro- 
cedural aspects of accounting have not 
provided the proper tools for effective 
thinking by students. No wonder there is 
a popular saying that “‘there is always 
room at the top.”’ Mr. Elliott suggests the 
same in stating that he often finds that in- 
dividuals being considered for supervisory 
positions frequently ‘‘do not possess the 
qualifications which are essential at the 
management level.’’ It would be interest- 
ing to know to what extent the blame for 
this can be laid at the doorstep of the col- 
legiate schools of business! 

To correct this situation it is necessary 
to recognize that training in written and 
oral expression is not only the responsi- 
bility of elementary, secondary, and liberal 
arts schools, but is a constant process to 
which close attention must be given in ac- 
counting courses. Too close correlation of 
the curricula with the requirements of the 
CPA examination has not fostered or en- 
couraged more effective speaking and 
writing, mainly, it would seem, because 
such an approach has not necessarily fos- 
tered very effective thinking. 


HOW CAN THE ACCOUNTING CURRICULA 
BE BROUGHT UP-TO-DATE? 


Now that we have examined the ac- 
counting curricula in an attempt to deter- 
mine what is wrong, we must state some 
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concrete suggestions as to how the situa- 
tion can be improved. These suggestions 
can be divided into two categories: general 
and specific. The general ones apply to 
the accounting curriculum as a whole. The 
specific suggestions pertain to specific 
courses within the curriculum. 


General Suggestions for Improvement 


Several general suggestions are as fol- 
lows: 


1. Free the accounting curriculum from the 
present predominant orientation toward 
financial accounting and the topics in- 
cluded in the CPA examination, and give 
equal space and time to the other major 
applications of accounting, particularly in 
the managerial field. This means emphasis 
on fundamental ideas and courage to be- 
lieve that students will have the desire and 
ability to learn after they graduate. Mr. 
Elliott adds further emphasis when he says, 
‘We think that a significant contribution 
could... be made by our colleges and 
universities toward preparing students for 
eventual management assignments. In 
fact, earlier development of accounting 
students before they enter business can 
often be more important since at that stage 
they are more flexible thus making it easier 
to correct and strengthen their pattern of 
thinking and their general approach to 
business problems.” 

2. Give more attention to the needs of non- 
accounting majors who want a broad un- 
derstanding of accounting methods and 
their applications in business. This means 
that there should be less emphasis on the 
accounting process and more emphasis on 
the fact that accounting is a management 
tool—the use of and not the process of de- 
veloping which is important to this cate- 
gory of student. 

3. Recognize what the needs of students are 
and then adapt the curriculum to meet 
these needs. In order to do this, it will be 
necessary to do research to determine what 
areas of knowledge, if any, can best be im- 
parted in the classroom, and which areas 
might better be more efficiently and ef- 
fectively carried on by doctoral students. 
However, educators must not depend on 
schools of education to do this research 
since these schools have little or no specific 
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interest in the effective teaching of account- 
ing. 

4. Supplement students’ technical accounting 
training with subjects which will give them 
a broader prospective of business problems 
and a better appreciation of those personal 
qualities which are important for their ad- 


vancement to management levels. The 
National Committee on Education of the 
Controllers Institute of America apparently 
recognizes this need in advocating that the 
accounting student give equal emphasis 
to the field of liberal arts and training in 
such subjects as writing, public speaking, 
human relations, and the fundamentals of 
good supervision, in order to develop a well 
rounded academic background. The Com- 
mittee points out that in industrial account- 
ing we are still faced with deficiencies in 
training in the areas of human relations 
and communications. The ability to pre- 
pare reports and communicate them ef- 
fectively is an art which can and should be 
developed throughout the early years of 
a person’s life, and should not be neglected 
by collegiate educators who think the job 
should have been done before college train- 
ing started or will be done when college 
training is over. 


Specific Suggestions for Improvement 


Professor Dickens of Duke University 
has some specific suggestions for improving 
the first year course. He states: 


“T am inclined to agree with a statement made 
by Robert G. Knight, in the July, 1953, Ac- 
COUNTING REVIEW in discussing the first year 
course: ‘it should emphasize that accounting is a 
management tool, and it is how the tool can be 
used, and not how it was manufactured, that is 
at this stage important. The finished statements 
and reports used by business, rather than the 
technique which produced them will be the ma- 
terial....In no way do I disparage the impor- 
tance of a knowledge of the accounting process. 
It is, however, a question of emphasis, and I think 
it well to emphasize the importance of knowing 
how to use the results of the accounting process. 
Based upon my observation, this skill has been 
developed less widely than the circumstances of 
modern business require.’ 

“T would not go quite so far as to say that the 
course should be converted into a course in state- 
ment analysis such as Mr. Knight seems to imply, 
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but there must be some intermediate ground that 
would be satisfactory.” 


Professor Dickens proposes that the fol. 
lowing steps be taken to give maximum 
benefit to prospective accountants as well 
as others: 


1. “Eliminate from the course special jour- 
nals, control accounts, voucher register, 
petty cash, specialized partnership prob- 
lems, and other sections inclined toward 
techniques. 

2. Use the time thus made available to em- 
phasize the problems of management and 
management uses of accounting. 

3. In covering the other material, the ‘why’ 
should be stressed rather than the ‘how’.” 


Professor Arnold W. Johnson of New York 
University applies the same reasoning not 
only to the first year course but to others 
as well: 

“Too long have schools drilled, and drilled 
heavily, on the procedural aspects of accountiag. 
While the procedural aspects of accounting de- 
serve attention, the conventional accounting 
course will become more worthwhile and more 
interesting if attention is increasingly shifted to 
the ‘use’ aspects of accounting. Less attention 
should be paid, for example, to such procedures 
as ‘closing the books’ and more attention should 
be paid to the interpretative and utilitarian aspects 
of accounting. From the first to the last course in 
accounting, each will be a better course if it is 
slanted in the direction of such questions as: (1) 
What do the financial statements mean? (2) In 
what respects are these statements strong of 
weak? (3) What use shall be made of the informa- 
tion contained in these statements?” 


Professor Nelson of the University of 
Minnesota also stresses more emphasis 00 
thinking and less on traditional methods 
of presenting accounting in the classroom. 
He suggests that this requires a re-examl- 
nation of such courses as advanced at 
counting, asking such questions about the 
course as follows: “Is this material helpful 
in producing a thinking accountant? Does 
it have any value except to polish up 4 
student for the CPA exam?’ Professor 
Nelson would also ask some pertinent ques 
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ions with respect to courses in cost ac- 
counting, such as: “Is it necessary to spend 
so much time on job order cost accounting 
—or cost bookkeeping as one of my col- 
leagues calls it? Does the grinding away 
at standard cost entries and variance re- 
finements help the student to realize what 
standard cost procedures are designed to 
accomplish? Or is it likely that we are 
turning out people who believe that stand- 
ard cost variances are always a signal to 
change the standard?” 

Professor Billy Goetz of M.I.T. suggests 
the need for a greater awareness of the re- 
lationship of statistics and economics to 
accounting, and paints something of a 
pessimistic picture for the future of ac- 
counting if improvements are not made 
in teaching which will provide prospective 
business employees the broad vision de- 
manded to enable them to supply manage- 
ment with answers to vital questions for 
effective decision making. Here’s what 
Professor Goetz says: 


“Tf you will study the new literature to dis- 
cover what kinds of data are being fed into the 
mathematical models used for managerial deci- 
sion making, you will find opportunity and mar- 
ginal costs and revenues to the exclusion of aver- 
age or unit data. You will find current or pro- 
jected values to the exclusion of both ‘Fifo’ and 
‘Lifo.’ You will find a tendency to use engineering 
and statistical cost estimates and economic- 
statistical market forecasts in the place of the 
products of accounting and cost systems. Con- 
trollers and accounting departments, and the ac- 
counting and controllership curricula of the 
graduate schools are under great pressure to 
adopt and to swallow these new concepts and 
techniques. They are resisting in the great tradi- 
tion of the ‘accountant is an historian’ school, 
but cracks are appearing in the accounting front. 
Under the threat of losing much of the most inter- 
esting, creative and rewarding areas open to ac- 
countants and controllers to the new breed of 
operations researchers, perhaps the accounting 
literature, curricula, and practitioners will move 
soon enough and fast enough to absorb these 
promising new areas so logically theirs. In any 
event, these new rivals are tough babies. You 
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can’t lick them. My advice is to join them or pre- 
pare to take a back seat.” 


This is indeed a challenge which ac- 
counting educators cannot afford to ignore. 
It is time to stop patting ourselves on the 
back about what a good teaching job we 
are doing; we must re-examine our curricula 
and teaching methods in the light of busi- 
ness needs. The suggestions offered here 
point the way, but they cannot be more 
specific because of the variations in col- 
legiate accounting curricula. Nevertheless, 
it is hoped that enough ideas have been ex- 
pressed to provide a basis for bringing the 
curricula of individual schools up to date. 


CONCLUSION 


Mr. Roy Stone of the American Meat 
Institute summarizes nicely what has been 
discussed in this paper. He says: 


“There is a need for greater recognition of the 
requirements of industry for accountants capable 
of serving as a part of the management team. 
Such accountants need training, not only in de- 
veloping and interpreting accounting informa- 
tion, but also in business methods and problems. 
There is need, too, for training in how to present 
the accounting information that serves to guide 
management so that its value will be understood 
and use made of it. . . .” 

“Accountants who can meet these qualifica- 
tions cease to be just historians for the business, 
and become active players on the management 
team—become necessary assets—and a better 
source for future managers of the business... . 
Accountants who do not plan to go into public 
accounting could dispense with much of the 
training required for that field and could substi- 
tute other courses more closely related to the 
management field which would help qualify such 
individuals for industrial accounting. . . . A divi- 
sion of accounting into different fields, such as 
management accounting, taxation accounting, 
financial accounting for investors, etc., would 
seem indicated, so that students may elect to 
specialize in one of them. Consideration also 
should be given to whether accounting, like law 
and medicine, eventually may require a more 
extended course of study in order to provide 
adequate training.”’ 
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The objective which can be used as a 
basis for bringing accounting curricula up 
to date might well be illustrated in the fol- 
lowing quotations made by Professor Nel- 
son in his talk: (1) ““We want to train stu- 
dents to provide them with the equipment 
necessary to answer the practical ques- 
tions they must face five or ten years after 
graduation—questions which at the pres- 
ent time cannot even be formulated.” (2) 
“An educational program that enables a 


man to do a better job during his first six 
months of employment is not an educa- 
tional program.” Is the educational pro- 
gram suggested by the second quotation 
the type we have been conducting in our 
collegiate schools of business? We suspect 
that too frequently this has been the case, 
It is time to abandon our attitude of smug- 
ness and complacency, and instead ap- 
proach our educational program on a sci- 
entific basis. And the time to start is nowl 
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THAT APPLICATION OF FUNDS 


STATEMENT 


W. B. CasTENHOLZ 
Lecturer, De Paul University 


to state that I think the various critics 

of the Application of Funds State- 
ment, and its assumed shortcomings in its 
usual form, are wrong in many of the con- 
clusions they have reached. From what I 
have read of these criticisms, I feel that 
very little has been contributed thereby 
except more confusion. As a result, I am 
still of the opinion that the usual form 
used from the start is adequate but that it 
has been subjected to criticism because its 
terms are not clearly descriptive of either 
the nature of the “funds provided” or of 
the “funds applied.”’ 

In reading the text-books and articles 
on the subject, it seems to me that the 
authors have failed to define properly 
what funds are and what funding opera- 
tions mean. Instead, and quite invariably, 
they talk almost immediately of “non- 
funding” operations and yet, almost be- 
fore the words have been fully spoken, they 
include these “non-funding” operations 
in the “funds provided” section of the 
Application of Funds Statement; to a stu- 
dent of accountancy and to others that is 
rather confusing; or isn’t it? To one who 
has seriously studied these texts and arti- 
cles it becomes apparent (although some- 
times very gradually), that these so-called 
“non-funding”’ operations are those which 
do not affect the ‘net worth” or the 
“capital” of the business. But why don’t 
the writers say so? And, why at the same 
time, do they not stress that the major 
objective of the Application of Funds 
Statement is to show how and to what ex- 
tend, working capital has been affected? 
Furthermore, why not show which items 
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of working capital were affected? Later, 
we will show how an increase in working 
capital, as a whole, may not be as indica- 
tive of a better current position as a de- 
crease in working capital. 

If we start viewing this principal objec- 
tive of the Application of Funds State- 
ment, we should, in my opinion, begin our 
story from more realistic angles. I be- 
lieve these to be as follows: 


(1) That every business has a general, basic, and 
all-inclusive fund with which it must conduct 
all of its operations. That fund is its entire 
capital or net worth. We might properly call 
this its “total capital fund.’’ Hence, opera- 
tions which affect this fund are “capital 
funding” operations. 

(2) This “capital fund” exists in two forms which 

we may properly call— 

(a) the ‘working capital” of the business or 
the ‘working capital fund,” 

(b) the ‘fixed capital” or “fixed capital 
fund.’”’ Such a segregation of these funds 
within the total or “‘capital fund” corre- 
sponds with the economist’s segregation 
of the whole economic structure of society 
into circulating capital and fixed capital 
—hboth integral parts of the total eco- 
nomic capital. 

On the basis of the above segregation, we can 

then (in business) speak of 

(a) “capital funding” and “conversion fund- 
ing” rather than of “funding operations” 
and “non-funding” operations. All these 
are funding operations effecting either 
(a) an increase or decrease in capital, or 
(b) a conversion in and between the two 
component funds which comprise the 
total capital fund, viz., the working 
capital fund and the fixed capital fund, 
such a conversion neither adding to nor 
deducting anything from the total capital 
fund. 


(4) Briefly then, those operations which increase 
(or at times decrease) net worth, or the total 
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capital fund, we should call “funding” (or 
“defunding” for decrease) and those, which 
do not, but which do affect working capital 
and at the same time, affect fixed capital, we 
should call “‘conversion funding”’; an increase 
in the one will effect a decrease in the other, 
but net worth or total capital fund would be 
unaffected. 


FUNDING 


Funding, ordinarily, occurs in only two 
ways, namely: 
(1) from net profit retained in the business; 
(2) from additional capital invested in the busi- 
ness. 


The nature of “funding,” through the 
retention of net profit in the business 
should, it seems to me, deserve clarifica- 
tion in text book discussion, and in the ex- 
planation of the Application of Funds 
Statement, somewhat as follows: 


(1) A net profit results from a successful “turn- 
over” of net worth, that is, of the total cap- 
ital of a business. The process involved is that 
of converting the cost or determined values 
incorporated in the total capital, at the be- 
ginning of any period, into income or selling 
values. We can see, in part, this conversion of 
tota] capital in a manufacturing concern when 
we consider the plant values consumed 
(through depreciation) as first incorporated in 
the finished inventories, the cash values 
transformed into labor, material, mainte- 
nance, taxes, insurance, supervision, etc., 
and then, finally, have all these coupled 
with the selling and administrative costs, 
housed in the accounts receivable or cash 
sales. In the latter we find, finally, the addi- 
tion of an amount which constitutes in full 
or in part, the reward for the use of all 
capital, or in other words, the net profit. This 
is how the net profit actually increases the 
total capital or net worth and, hence, may 
properly be considered a fund provided, a 
case of funding by the customers of a business; 
they acd to the net worth a contribution 
quite as real as that of an investor. 

The second funding operation is more readily 
understood because it is direct as, for exam- 
ple, the receipt of cash from the sale of shares 
of capital stock of a corporation, or in the 
case of a partnership or single proprietorship, 
the direct non-operating contribution of 
cash to the capital structure. 
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(3) Funding or defunding, or net worth changes 
may also result from adjustments made to 
net worth whereby past earnings are either 
increased or decreased because of errors 
made in reporting previous years’ earnings, 
Such adjustments might be required because 
of excessive depreciation charged in prior 
years (or vice-versa), or for over or underpaid 
income taxes of earlier years; these are plainly 
funding or defunding transactions which di- 
rectly affect net worth. 


EXAMPLES OF CONVERSION FUNDING 


Conversion funding goes on every day 
but, for purposes of preparing Application 
of Funds Statements, cognizance of this 
type of funding is taken (as a rule) only 
once a year, although more frequent state- 
ments might prove to be very desirable and 
helpful. Examples of conversion funding 
follow. 


(1) The conversion funding which usually ap- 
pears as the second item in the “Funds Pro- 
vided” section is most often labeled “De- 
preciation Currently Provided For” or by 
other similar words. Why I do not like that 
terminology will be discussed shortly. 

(2) Funds provided from the sale of bonds or 
from some other debt-creating form, which 
will also be discussed shortly. 

(3) Other transactions such as the amortization 
of bond discount and other long deferred 
charges; these find their way into the current 
operations of the period covered by the Ap- 
plication of Funds Statement; net worth or 
total capital are not affected thereby, except 
through the annual or periodic operating 
activities into which, like depreciation, they 
are fused. 

(4) The decrease in Working Capital (when that 
occurs) is also a part of “Funds Provided” 
and shows, without dealing with its com- 
ponents, how and to what extent it had to be 
devo’ed for the various applications made of 
the current funds provided during the period 
covered. 


A REVISION OF THE STATEMENT 


In order to make the Application of 
Funds Statement quite clear, I propose the 
following form supported by the descrip- 
tive language shown: 
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ing schedule: 


| _ The effect of the two types of funding 
} operations on working capital, leading to a 
§ reduction thereof, is shown in the follow- 


NOTES ON WORKING CAPITAL 


That part of working capital available 
for paying the current debts of the busi- 
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Statement Showing the Derivation and A pplication of Funds for the Year ended December 31, 1955 


Funds Were Provided as Follows: 
A. By operations which directly increased the net worth or total capital; these funding operations are 


expressed by: : 
(1) the net profit for the year 1955, before income taxes...............seeeeeeeeeeereeeeecece $100,000 
(2) the sale of 1000 shares of Capital Stock, of a par value of $100 per share..................- 100, 
B. By operations which did not affect capital but which tended to increase working capital; these were 
ressed through: 
ri the utilization or conversion of plant values into current values as estimated by the charges for 
depreciation, as follows: 
20,000 
(2) the amortization of bond discount through its absorption in bond interest and expense....... 1,000 
(3) the sale of five year debentures at par. .........-.cessecsccscsecvccescccssenccccssoeces 100,000 
(4) the utilization of working capital funds, indicated by the reduction of working capital, as a 
Note: The ‘“‘A” items or transactions are Funding operations. 
The “B” items are Conversion Funding operations. 
These Funds Were A pplied: 
A. In defunding operations which reduced the total capital fund or net worth, through: 
(2) the provision made out of profits for federal income taxes for the current year 1955......... 20,000 
B. To the acquisition of permanent assets out of working capital; these additions were: 
(2) improvements and additions to fixed assets: 


ness increased to the extent of $35,000 dur- 
ing the year; there was an increase of that 
amount in cash and accounts receivable; 


of this amount, $30,000 represented the in- 


December 31, 1954 and 1955 


STATEMENT OF WORKING CAPITAL 


De- Net In- 
1955 1954 Increase crease, Or 
(Decrease) 
Current Asseis 

Less: Current Liabilities 
20,000 8,000 12,000 12,000 
ve $67,000 $42,000 $25,000 —0— $ 25,000 
Working Capital, Current Assets less Current Liabilities.... $23,000 $43,000 $10,000 $30,000 $(20,000) 


crease in cash, enough to pay all current 
liabilities. At the end of 1954 there was 
$45,000 of cash and receivables available 
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to pay $42,000 of current liabilities; of the 
$45,000, cash amounted to only $20,000. 


Comments. 


You can see that the business is in a 
more solvent position at December 31, 
1955 than a year prior, even with a de- 
crease in working capital. Also, you should 
note that most of the decrease in working 
capital for the year was in inventories, 
the last of the current assets to become 
cash and receivables. If most of the 
$10,000 of inventory on December 31, 1955 
was in finished goods that would be ad- 
vantageous, at least from a short-run 
solvency standpoint. An analysis of the 
ending inventories would be desirable. 

Liabilities sometimes show an advan- 
tageous condition. Note, for example, that 
the provision for federal income taxes in- 
creased by $12,000; that obviously means 
a much larger net income for the year 1955 
as compared with 1954. 

If all these situations were to be incor- 
porated in the Application of Funds State- 
ment that could be done as follows: 

(1) Wecould show that funds were provided: 
(a) through reduction of in- 
(b) through acquisition of val- 


ues represented by the in- 
crease in Current Liabili- 


(2) The above provision of funds from working capital 
were applied through conversion processes: 


(a) to theincreasein cash. ... 0,000 
(b) to the increase in receiva- 
5,000 
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The difference ($20,000) shows the ex. 
cess of Funds Provided by working capital 
over funds applied to working capital. 

I am of the opinion that the submitted 
Application of Funds Statement with its 
explanatory language, plus any additional 
notes such as were appended, will help to 
give a better understanding of the nature 
and objectives of the Statement. In gen- 
eral, the form adheres quite faithfully to 
that originally promulgated by account. 
ants. I can see no good reason to change 
that form. 

SUMMARY 


So there may be no misunderstanding of 
my thesis, I have— 


(1) used the term “capital fund” to indicate the 
total net capital or resources available for the 
operation of a business; 

(2) segregated this ‘“‘capital fund” into its two 
component funds, namely “working capital 
fund” and “fixed capital fund’’; 

(3) stated, therefore, that ‘capital funding” or- 
dinarily occurs only from net profits and the 
addition of new capital; 

(4) held that the internal operations of a business 

frequently involve the conversion of working 

capital into fixed capital and vice-versa; 
that these should be called “conversion 
funding” because they do not affect the 

“capital fund,” but 

that all of these funding operations be aptly 

described in the Application of Funds State- 

ment, so that the reader may clearly see how 
they affect working capital; finally, that the 
term “non-funding operations” is misleading 
and incorrect because these are clearly opera- 
tions between the two component funds 

which make up the total capital fund of a 

business; they are funding operations, hence 

the term “conversion funding” is recom- 
mended. 
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THE RELATIVE IMPORTANCE OF 


FIXED ASSETS 


G. AVERY 
Professor, Union College 


tive to the importance of fixed as- 

sets and depreciation and depletion 
have taken place in the financial structure 
and operation of large industrial corpora- 
tions during the past eighteen years. A 
comparison of two studies made by the 
writer—one in 1937 (based on 1936 data) 
and the other in 1955 (1954 data)—dis- 
closes some interesting differences. 

These studies were made independently 
of each other. The purpose of the first 
study completed almost two decades ago 
was to show the importance of fixed assets 
in the balance sheet of the industrial cor- 
poration. The present study was made to 
determine the changes that have occurred 
in the relative significance of fixed assets 
and depreciation and depletion, using the 
1937 study as a base. The information for 
both studies was taken from Moody’s 
Manual of Investments—Industrial Secu- 
nities, one for the year 1936 and the other 
1954. 

An effort was made to select large repre- 
sentative corporations for the individual 
industrial groups. The first study was 
based on a sample of 194 corporations. The 
number in each of the 17 industrial groups 
varied from three to thirty-four. The 
second study was based on a smaller sam- 
ple totaling 77 corporations. The number 
in each of the industrial groups varied from 
two to nine. Median percentages were used 
throughout both studies to measure rela- 
tionships. 

The corporations can be classified as 
either manufacturing or extractive, with 
the exception of the Publishing and Retail 
Trade groups. Although no attempt was 
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made to match the particular companies 
in the selected industrial groups, most of 
the companies included in the 1955 study 
were also included in the 1937 sample. For 
example, the Chemical group in the recent 
study contained the E. I. DuPont de 
Nemours & Company, Parke, Davis & 
Company, McKesson & Robbins, Incor- 
porated, and the Celanese Corporation of 
America. Three of these companies were 
studied in 1937. 

Three tables are presented below to 
show the comparison of the two studies. 


Net Fixed Assets to Total Assets 


Table I shows that within the past two 
decades the relationship of net fixed assets 
to total assets for all 17 industrial groups 
has decreased from a median of 40.6 per 
cent to 31.2 per cent, or approximately 23 
per cent. In 1936 fixed assets were more 
than 50 per cent of the total assets of six 
groups, compared with only two groups 
(Steel and Petroleum) in 1954. The table 
also indicates that of the 17 groups, only 
three (Automobiles and Trucks, Office 
Equipment, and Publishing) show in- 
creases in the percentage of net fixed assets 
to total assets. All of the other 14 groups 
show median decreases ranging from 2.0 
in Shoe Manufacturing to 34.8 in Railway 
Equipment during the eighteen-year pe- 
riod. 


Depreciation and Depletion to Gross Fixed 
Assets 


Table II reveals that the percentage of 
annual depreciation and depletion charge 
to gross fixed assets has increased from a 
median of 3.9 per cent to 4.7 per cent, or 
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TABLE I 
PERCENTAGE OF NET Fixep Assets TO TOTAL ASSETS 
(17 Selected Industrial Groups) 
1936 1954 
No. Firms Per Cent No. Firms Per Cent Median 
in Group (Median) in Group (Median) Increase Agricul 
Agricult’] Impl’s..... 5 28.3 5 22.7 5.6* Autom 
Automob’s & Trucks...... 9 29.6 5 34.9 5.3 Buildin 
Building Supplies....... 14 53.8 5 31.3 22.5* Chemic 
Chemicals... .. 12 56.6 4 31.5 25.1* Electri 
Electrical Equip.. ; , 7 33.4 2 24.6 8.8* Food P 
Food Products. ... 34 41.7 9 36.4 5.3* Machir 
Machinery & Tools 11 40.6 4 20.9 19.7* Office } 
Office Equipment..... : 5 20.7 4 26.2 5.5 Paint 
Paint & Materials 6 36.2 3 32.3 3.9% Petrole 
Petroleum. .... 11 60.7 5 57.4 3.3* Publist 
Publishing. 4 23.3 3 33.5 10.2 Railwa 
Railway Equipment. . . 10 66.0 5 31.2 34.8* Retail 
Retail Trade. . 32 43.6 7 22.9 20.7* Shoes- 
Shoes—Mfg. 3 21.4 3 19.4 2.0* Steel.. 
Steel...... 13 64.0 5 57.5 6.5* Sugar. 
Sugar. . 8 55.7 3 26.1 29.6* Tobac 
Tobacco. . 10 19.6 5 5.8 13.8* 7 
Total 194 77 
Mec 
Median of Groups 40.6 31.2 
* Decrease. 
appr 
17 ix 
per ( 
only 
II in tl 
PERCENTAGE OF ANNUAL DEPRECIATION AND DEPLETION TO Gross FIXED ASSETS lishiz 
(17 Selected Industrial Groups) as C 
1936 1954 and 
No. Firms Per Cent No. Firms Per Cent Median the 
in Group (Median) in Group (Median) Increase med 
Agricult’] Impl’s.... 5 3.9 5 5.4 1.5 Tob 
Automob’s & Trucks....... 9 men 
Building Supplies......... 12 4.0 5 4.7 PB 
Electrical Equip... wa 7 4.2 2 6.5 2.3 Dep 
Food Products... .. 32 3.5 9 4.5 1.0 
Machinery & Tools........ 10 3.9 4 6.7 2.8 T 
Office Equipment... .. 5 3.9 6.9 3.0 ciat' 
Paint & Materials. 3 3.1 3 3.9 8 | 
Petroleum........ 11 4.7 5 S.1 4 has 
Publishing........ 4 Ne 3 3.4 i to 1 
Railway Equipment...... 8 &.3 5 4.0 rt 
Retail Trade...... 31 4.6 7 5.2 6 cen 
Shoes—Mfg........... 3 3.9 3 6.0 2.1 dep 
Steel.... 13 2.3 5 3.7 1.4 : 
7 2.7 3 2.1 .6* thor 
Tobacco...... 10 4.2 5 4.3 gro 
Total... 180 77 ago 
At 
Median of Groups 3.9 4.7 
Eq 
* Decrease. 


The Relative Importance of Fixed Assets 


TaBLe III 
PERCENTAGE OF ANNUAL DEPRECIATION AND DEPLETION TO NET SALES 
(17 Selected Industrial Groups) 


1936 1954 
No. Firms Per Cent No. Firms Per Cent Median 
in Group (Median) in Group (Median) Increase 

Agricult’l Impl’s........... 5 4.0 5 24 1.9* 
Automob’s & Trucks... . . 9 3.3 5 : 1.8* 
Building Supplies.......... 10 3.2 5 1.7 1.5* 
Electrical Equip........... 2 4.3 2 2.0 y AY ng 
Food Products............ 12 4.6 9 1.0 3.6* 
Machinery & Tools........ 3 8.5 4 1.5 2.0* 
Office Equipment......... 3 2.0 4 2.4 4 

Paint & Materials. 2 1.4 3 1.0 .4* 
11 9.6 5 4.1* 
ree 4 2.6 3 1.0 1.6* 
Railway Equipment. . . 3 5.8 5 1.7 4.1* 
32 y 7 8 1.4* 
Shoes—Mfg.... . 3 2.0 3 1.6 .4* 
Steel... .. 10 5.8 5 3.4 2.4* 
eee 1 7.6 3 8 6.8* 
Tobacco...... 1 3.4 5 4 3.0* 

Total. 118 77 
Median of Groups. ... 1.5 


* Decrease. 

approximately 20 per cent. Twelve of the 
17 industrial groups had medians of 4.0 
per cent and below in 1936; yet in 1954 
only five industrial groups can be classified 
in this category. Only two groups (Pub- 
lishing and Sugar) show decreases in 1954 
as compared with 1936. The Automobile 
and Truck group shows no change during 
the period. The 14 remaining groups have 
median increases ranging from .1 in the 
Tobacco group to 3.0 in the Office Equip- 
ment group. 


Depreciation and Depletion to Net Sales 


Table III shows that the annual depre- 
ciation and depletion charge to net sales 
has decreased from a median of 3.5 per cent 
to 1.5 per cent, or approximately 57 per 
cent, during the 1936-1954 period. The 
depreciation and depletion charge in rela- 
tion to net sales in 16 of the 17 industrial 
groups is less than it was eighteen years 
ago. These median decreases range from 
4 to 6.8 among the 16 groups. The Office 
Equipment group shows the only median 


increase—a very slight one—in the amount 
of .4. 

Depreciation and depletion are calcu- 
lated on a fixed asset base generally car- 
ried on the books at an historical cost fig- 
ure. The annual expense appearing in the 
current income statement is made up of 
accumulation of dollars with varying de- 
grees of purchasing power, since fixed 
property may have been acquired over the 
past years at different price levels. On the 
other hand, the net sales figure contained 
in the income statement consists of the 
sum of current dollars recorded on the 
books during the particular year. 


SUMMARY 


The objective results obtained from this 
comparative study reveal that from 1936 
to 1954 (a) the percentage of net fixed as- 
sets to total assets has decreased in rela- 
tive importance; (b) the annual deprecia- 
tion and depletion charge in relation to 
gross fixed assets has increased; and (c) 
the annual depreciation and depletion 
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charge as a percentage of net sales has de- 
creased. 

These phenomena perhaps have no gen- 
eral explanation because of the many vari- 
able factors which enter into the growth 
and changing relationship of the asset ac- 
counts. One outstanding reason which 
seems to account for the changes in fixed 
asset relationships is the increase in prices 
(decrease in the purchasing power of the 
dollar) during the time of the study. This 
is certainly not the sole explanation. 

A relative increase in the amount of 
working capital and investments to total 
assets occurs as the percentage of net fixed 
assets to total assets decreases. Present 
credit restrictions and bank lending prac- 
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tices are different from those in 1936, and 
probably account for larger amounts of 
assets being tied up in receivables. The 
diversification of operations will have ap 
inclination to increase inventories and re. 
ceivables. Fund accounts, consisting of 
cash and marketable securities, estab. 
lished for pension and sinking funds, are 
being enlarged. Mergers and consolida- 
tions also have their effect on fixed asset 
relationships in the accounting records. 
All of these factors and their relation to 
fixed asset accounts will shift from time to 
time depending upon the phase of the busi- 
ness cycle, the stability of the price struc. 
ture, the degree of employment, and the 
stage of technology in our economy. 
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JOINT COST ANALYSIS AS AN AID TO 
MANAGEMENT—A REJOINDER 


GERALD H. LAwson 
Economic Research Student, University of Durham, England 


of this REvrew, Professor Arthur N. 

Lorig has attempted to show how, in 
given circumstances, joint cost analysis 
can be an aid to management. 

The model employed by Professor Lorig 
presupposes a situation wherein two prod- 
ucts are produced jointly, originating 
from common materials. In the short run 
the ratio of the respective quantities pro- 
duced is fixed and invariable. 

Having made it clear that management 
will usually obtain as much control in- 
formation from the total cost of the joint 
processing up to split-off point as it would 
from the same cost allocated between the 
joint products, Professor Lorig proceeds 
to outline a situation where joint cost 
analysis is an aid to management. 

In this particular instance the joint 
costs of production are allocated between 
the joint products according to the value 
method; “‘ . . . the ratio of the sales values 
of the several products is taken as the ratio 
for distributing the total cost of the joint 
process....’ Professor Lorig suggests 
that this is the only logical method to use 
whatever the conditions surrounding the 
joint production process. Implicit in this 
method is the assumption that every dol- 
lar invested in the production of the joint 
products is equally profitable. Whether 
or not one considers such an assumption 
logical, one cannot deny that it is highly 
arbitrary. How then can one rely upon fig- 
ures which are derived from such an arbi- 
trary basis? The element of arbitrariness 
having entered a calculation at the outset, 
it follows that the final answer will be 
arbitrary to some degree. 

Further, let us assume that due to a 


I: his article in the October 1955 issue 
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change in the respective demands for the 
joint products, there is a change in the 
sales values. If the cost and ,volume of 
output have remained constant, then, by 
adhering to the value method of joint cost 
allocation, the same total costs of produc- 
tion will be divided differently over the 
same physical volume of production. Such 
a situation implies that the cost of a joint 
product depends upon the demand for 
that product. Is this a realistic assump- 
tion?! 

In his illustration Professor Lorig as- 
sumes two products, A and B, having 
sales values of $4,000,000 and $8,000,000 
respectively. The total cost of production 
is $7,200,000. In the first example the spe- 
cial processing costs after split-off are 
$1,500,000 and $2,500,000 respectively, 
whereas in the second example they are 
respectively $2,800,000 and $1,200,000. 
Using the value method, Professor Lorig 
allocates the joint costs as below. 


Example 1 
A B Total 
(in thousands of dollars) 
re 4,000 8,000 12,000 
Gross profit (40%)......... 1,600 3,200 4, 
Total cost (allocated in pro- 
portion to sales values).... 2,400 4,800 7,200 
Special processing costs...... 1,500 2,500 4,000 


1 The discovery of a process facilitating the sole pro- 
duction of one of the products—hitherto considered 
joint—may also ,~ joint cost apportionments which 
are based upon the value method. If the production 
resulting from the new process is likely to increase 
supply greatly, there will be a decline in the market 
value of the product which can now be produced sepa- 
rately. Those producers who are still operating the 
joint process will, by using the value method, achieve 
the same result as above. 
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Example 2 

A B Total 
(in thousands of dollars) 
Sales value.......... 4,000 8,000 12,000 
Gross profit (40%)......... 1,600 3,200 4,800 

Total cost (allocated in pro- 
portion to sales values).... 2,400 4,800 7,200 
Special processing costs... .. 2,800 1,200 4,000 
Joint costs..... (400) 3,600 3,200 


In both these examples the figures which 
are known are, (1) individual sales values; 
(2) individual special processing costs; 
(3) total joint costs; and (4) the total 
cost of the joint process. Thus, product 
total costs, product joint costs, and indi- 
vidual gross profits, having been calculated 
on an arbitrary basis must themselves be 
arbitrary. What aid does management ob- 
tain from these arbitrary figures? Both 
examples indicate gross profits of $1,600,000 
and $3,200,000, respectively for A and B. 
Can we then say that the total profit of 
the joint process would decline by these 
respective amounts if either product were 
to be regarded as waste at split-off point? 
The answer to this question can be ascer- 
tained by making a comparison of the 
costs and revenues which would be for- 
gone by regarding either product as waste 
at split-off point. 

If, in the first example, product A was 
considered as waste at split-off, then, as 
indicated below, the decline in total profit 
would be to the extent of $2,500,000 and 
not $1,600,000 as shown by the value 
method. Should product B be regarded as 
waste (again example 1) the decline in 
total profit would be to the extent of 
$5,500,000 and not $3,200,000 as we are 
led to believe in Professor Lorig’s calcula- 
tion. 

Professor Lorig’s second example indi- 
cates the same gross profit figures, namely, 
a total gross profit of $4,800,000 and indi- 
vidual gross profits of $1,600,000 and 
$3,200,000 for A and B respectively. Be- 
cause of the method of distribution it 
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(1) Example 1 (reconstructed) 


B Tota} 

(in thousands of dollars) 
Less special processing costs.. 1,500 2,500 4,009 
Contribution to joint costs... 2,500 5,500 8.0m 


(2) Product A regarded as waste at split-off point (ex. 
ample 1) 


B 
(in thousands of dollars) 


Less special processing costs... 2 "500 

5,500 
3,200 


Gross profit of joint process (both products sale- 
Gross profit where product A is regarded as 


waste at split-off point................... 2,300 
2,500 
(3) Product B regarded as waste at split-off point (ex- 


ample 1 


(in thousands of dollars) 


Less special processing costs... 1,500 

2,500 
3,200 


Gross profit of joint process (both products sale- 

Gross loss where product B is regarded as waste 


would seem that product B is now absorb- 
ing total joint costs in addition to $400,000 
of the special processing costs of A. Lorig 
denies that this result indicates a flaw in 
the method of apportionment and argues 
to the effect that joint cost analysis has 
now become an aid to management. 
According to Lorig the “throwing up” 
of a negative joint cost figure indicates 
that it would probably be more beneficial 
to management to discontinue the special 
processing of the product which shows the 
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negative figure. The capital which would 
be released by the discontinuance of such 
further processing could be more bene- 
ficially employed in the increased produc- 
tion of the seemingly more profitable prod- 
uct. 

Before examining the conclusion which 
Professor Lorig derives from this latter cal- 
culation, let us first examine the figures 
which the value method here reveals. 
Given that one does accept a logical, 
though arbitrary basis for joint cost ap- 
portionment, the value method falls down 
completely in this second example. How 
can any logical person say that the total 
cost of a joint product is $2,400,000 when 
itis a fact that the special processing costs 
of this joint product, which are merely one 
element of total product cost, amount to 
$2,800,000? (This is the situation with re- 
gard to product A in Lorig’s second ex- 
ample.) 

Here again the value method causes 
misconception as to individual product 
profits. Without attempting to calculate 
respective product profits it can be no- 
ticed how total gross profit would be af- 
fected if either product were to be re- 
garded as waste at split-off point. As 
shown below in the reconstruction of Pro- 
fessor Lorig’s second example, the regard- 
ing of product A as waste would bring 
about a decline in total gross profit to the 
extent of $1,200,000, whereas if product 
B is regarded as waste a reduction of 
$6,800,000 in total gross profit will occur. 


(4) Example 2 (reconstructed) 


A B Total 

(in thousands of dollars) 
Less special processing costs.. 2,800 1,200 4,000 
Contribution to joint costs 1,200 6,800 8,000 
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(5) Product A regarded as waste at split-off point (ex- 
ample 2) 


(in thousands of dollars) 


Less special processing costs... 1,200 
6,800 
3,200 


Gross profit of joint process (both products sale- 


Gross profit where product A is regarded as 

waste at split-off 


(6) Product B regarded as waste at split-off point (ex- 
ample 2) 


A 
(in thousands of dollars) 


Less special processing costs 2,800 
1,200 
3,200 


Gross profit of joint cost process (both products 

Gross loss where product B is regarded as 
waste at split-off point .................. 2,000 


From these latter three examples (re- 
ferring to Professor Lorig’s second ex- 
ample) it is evident that with existing 
capital, profits will be maximized in the 
short run if both products are subjected to 
further processing after split-off point. 

Let us now return to the main argument 
in the thesis of Professor Lorig. According 
to him, a negative joint cost figure, as 
shown in his second example, would prob- 
ably indicate a more beneficial use of re- 
sources. Discontinuing the further process 
of the product showing the negative joint 
cost figure is advocated by Lorig, the 
amount of capital here released being uti- 
lized in the increased production of the 
other product. What capital would be re- 
leased? Lorig suggests, in effect, that it 
would be the special costs of processing 
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the product showing the negative figure. 
Lorig’s treatment of joint cost analysis 
does not make it clear what expenditures 
enter into the cost of the joint product 
process. The distinction between short 
run and long run costs has not been eluci- 
dated, with the result that confusion as to 
the fixity or variability of the constituents 
of total cost is bound to arise. 

In the short run certain expenditures 
(management, buildings and machines 
etc.) are fixed—their incurrence is com- 
pulsory whether or not economic activity 
is undertaken. On the other hand, there 
are some expenditures (labor, fuel, ma- 
terials and power etc.) which, in the same 
period are variable with output. Once in- 
curred, expenditures which are fixed over 
a certain period of time are irrelevant in 
calculating short run operation costs for 
decision making purposes. However, it is 
an accounting practice to include a pro- 
portion of such fixed expenditures in arriv- 
ing at the short run cost of a given unit or 
product. 

If Professor Lorig is adhering to this ac- 
counting convention in calculating the 
joint product costs, then, since these will 
include a fraction of expenditures which, 
in the short run are fixed, the capital re- 
leased by discontinuing the special proc- 
essing of A (second example) will not in 
fact amount to the figure which he sug- 
gests, but will be the total expenditures 
which in the short run vary with output, 
namely, labor, fuel, power and materials 
etc. 

The inclusion of a proportion of fixed or 
overhead expenditures in short term cost 
calculations is merely an attempt to bring 
the long term into the short. The employ- 
ment of such an accounting convention 
may prevent profit maximization. In the 
short run, optimum production is that 
which covers variable costs and makes the 
greatest contribution to overheads. Even 
though overheads are not covered in the 
long run, production which makes some 


contribution to them is worth while jp 
that it helps to minimize losses. Thus, in 
any year where total costs (fixed costs plus 
variable costs) are already covered, a pro- 
ducer who refuses further production coy- 
ering variable costs plus a surplus, on the 
grounds that variable costs plus a “fair 
apportionment of overheads” will not be 
covered on the further production, would 
not be maximizing profits. 

The initial examination of Professor | 
Lorig’s joint cost analysis assumes that the 
costs which he uses in computing gross 
profits are those which are variable with 
output in the short run. If this is the case, 
regarding product A as waste at split-off 
point may in fact release capital to the ex- 
tent of the special costs of A. Assuming 
that, as a result of circumstances illus 
trated by the second example, the special 
processing of product A has been termi- 
nated. Will it be economic policy to devote 
the released capital to the increased pro- 
duction of product B? The solution of such 
a problem depends upon (a) the conditions 
of demand for product B; and (b) whether 
there exists any surplus plant capacity for 
the further production of product B. Pro- 
fessor Lorig indicates that demand condi- 
tions for product B are such that an in- 
crease in production could be sold without 
any decline in the selling price of each unit. 
In such demand conditions the existence 
of surplus plant capacity is dependent 
upon the fact that such capacity can be 
utilized only in the production of units of 
output at a cost which would exceed the 
revenue accruing from these units of out- 
put. Capital released by discontinuing the 
special processing of product A would 
therefore be invested unprofitably if it were 
employed in the further production of 
product B in these circumstances. 

Where short run capacity has reached its 
upper limit (due to favorable cost condi- 
tions and the demand schedule described 
above) an expansion of plant and machin- 
ery is necessary if a higher level of outputis 
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to be achieved. Without doubt this may 
appear a very attractive proposition—pro- 
yided current demand for product B is 
likely to endure for a sufficiently long pe- 
riod to recover the extra capital laid down 
plus an interest factor. Moreover, given 
that there is no possibility of a decline in 
the future demand for product B, there 
still remains a problem of economic choice. 

The expediency of transferring resources 

from less to more profitable lines of eco- 

nomic activity is unquestionable. The dif- 
ficulty which arises in this particular case 
is of deciding which is the more profitable. 

In making this decision the producer must 

compare the profitability of an existing 

process, namely, the special processing of 
product A, with the expected profitability 
of the plant expansion required for pro- 
ducing a greater saleable volume of prod- 

uct B. 

For such a comparison the apposite 
criteria are as follows: 

(a) the cost of the new plant for the increased 
production of product B; 

(b) the extra revenue which would accrue from 
the increased production of product B; 

(c) the special costs of product A which would 
be saved by discontinuing the production of 
product A; 

(d) the extra joint costs which would be incurred 
by the increased production of product B (if 
only one product is processed these costs are 
no longer common, but are the separate costs 
of product B); 

(e) the extra special costs resulting from the 
increased production of product B; 

(f) the decline in total revenue due to the ending 

of the special processing of product A. 


Whereas the cost of a new machine is a 
present value, the other factors indicated 
above are all values in the future. To facili- 
tate a direct comparison of these costs and 
revenues it is necessary to discount the 
future values. Discounting is the device 
employed in transforming sums in the fu- 
ture into their present values, and is merely 
a method of eliminating the time element 
without affecting the profit position. 
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In the above circumstances, if the cost of 
the new machine is less than the present 
value of the sum of (b) and (c) minus the 
present value of the sum of (d), (e) and (f), 
the purchase of the new machine will add 
more to total profit than will the special 
processing of product A with existing plant 
and machinery. 

Should the special processing plant for 
product A have a scrap or second-hand 
value, this would enter the calculation as a 
deduction from the cost of the new ma- 
chine—as would the present value of the 
future scrap value of the new machine 
itself. 

This approach would indicate the more 
profitable of the two alternatives, but even 
though the purchase of the machine may 
appear more economic, a further consider- 
ation remains, namely, whether the re- 
sources released by discontinuing the spe- 
cial processing of product A are sufficiently 
great to proceed with the planned scale of 
investment. 

If the producer is not confronted with 
limited capital, he would, assuming ra- 
tional behavior accompanied by pecuni- 
ary motives, undertake investment on a 
scale conforming with expected future de- 
mand. But with unlimited capital it would 
not be necessary to cease the processing of 
product A at split-off point. In that prod- 
uct A makes some contribution to joint 
costs when sold, it is a profitable line of 
economic activity. Thus, where the pro- 
duction of product B had reached optimum 
—the point at which any further produc- 
tion is unprofitable—the producer could 
conceivably increase his total profit by 
increasing the saleable output of prod- 
uct A. 

The analysis suggested above is depend- 
ent, as is most business behavior, upon 
estimates of the future. These estimates 
are essentially subjective to individual pro- 
ducers and such being the case, they are 
objectively indeterminate. 
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ABSTRACTS OF DISSERTATIONS IN 


ACCOUNTING FOR 1954 AND 1955 


Collected by 
SIDNEY DAVIDSON 
Director of Research 


HIs is a continuation of the presenta- 
tion of abstracts of doctoral disserta- 
tions in accounting begun in the 
October, 1955 issue of the Review. A 
second list appeared in the January, 1956 
issue. The list of 1954 and 1955 disserta- 
tion abstracts will be completed in the 
October, 1956 issue of THE REVIEW. 

The shorter of these abstracts naturally 
are only indicative of the problem ex- 
plored by the author. Where the reader’s 
interest is stirred by the abstract, further 
information about the particular study 
may be obtained from the author of the 
dissertation. Most of these theses have 
not been published in full. However, it is 
often possible to secure an unpublished 
thesis through inter-library loan. Also the 
university library usually can supply pho- 
tostatic copies at a reasonable cost and 
perhaps microfilm reproductions at even 
lower costs. Of course, it is necessary to 
observe any copyright restrictions by get- 
ting the author’s written consent before 
any material is released. 

Anyone interested in any of these stud- 
ies should write to the author, or to the 
library of the school where the disserta- 
tion was done. 


EFFECT OF CHANGING PRICE 
LEVELS ON ACCOUNTING 
RECORDS AND RATIOS 


Warren Asquith Howe 
Ohio State University, 1954 


During less than a quarter of a century, 
the value of a dollar has decreased approxi- 
mately fifty per cent, creating an account- 
ing problem. Records of a company in 
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operation during that time would contain 
amounts reported in dollars varying in pur. 
chasing power from 100 per cent-—50 per 
cent. Accountants recognize the need for 
stabilizing accounting values, but they 
disagree in the methods proposed for ac- 
complishing it. 

Many studies have been conducted 
along this line in which index numbers 
have been used in an attempt to eliminate 
from the records the effect of changes in 
the purchasing power of the monetary 
unit. The method of application of index 
numbers varies. Some accountants have 
adjusted all of the accounts by the use of 
index numbers. Others have adjusted 
only the fixed assets accounts. Some others 
have adjusted only the revenue and ex- 
pense accounts. 

This study differed from the previous 
studies in that it included a study of ratios 
as well as a study of absolute amounts. 
All of the accounts of an automotive com- 
pany for a fourteen year period were con- 
verted to a common value by the applica- 
tion of the retail price index for all com- 
modities prepared by the U. S. Depart- 
ment of Commerce, using 1935-39 to 
equal 100 per cent. A complete set of 
comparative statements was prepared. 

Vast differences between the reported 
and the adjusted amounts were found. For 
example, in 1952, the reported net income 
was $6,084,000, which was reduced to 
$2,673,000 through adjustment. This was 
a reduction of more than 50 per cent. 

The total assets reported in the same 
year were $120,068,000. After adjustment, 
the total assets were $60,903,000, ap- 
proximately a 50 per cent reduction. 
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Management is interested in the current 
position of the firm as indicated by the 
working capital. In 1952, the reported 
value of current assets of $78,873,000 
was reduced through adjustment to 
$37,327,000, making a decrease of 
$41,546,000, an amount which, on the sur- 
face, would be alarming to management. 

It is interesting to note at this point, 
however, that the current liabilities, also, 
decreased through adjustment. The cur- 
rent liabilities reported for 1952 were 
$54,665,000. The adjusted current liabil- 
ities were $25,895,000. This made a de- 
crease of $28,770,000, which was more 
than 50 per cent of the reported amount. 

These examples are typical of what hap- 
pened as the result of the adjustments. The 
conversion of the absolute amounts 
revealed that the differences between the 
reported amounts and the adjusted amounts 
were greater than the adjusted amounts 
themselves in many cases. This would 
seem to indicate that immediate steps 
should be taken to correct the situation. 

This study is unique in that it goes 
further than the comparison of absolute 
amounts only. It includes ratios computed 
on the reported values which were com- 
pared to the respective ratios computed on 
the adjusted values. The comparison of 
the two sets of ratios revealed a striking 
similarity, indicating that both sides of 
the accounting equation were similarly 
influenced by inflation. The close correla- 
tion, which is surprising, perhaps, softens 
the impact of the alarming differences 
between the absolute amounts as re- 
ported and as adjusted. 

Charts were prepared indicating a wide 
difference between the reported and the 
adjusted total monetary assets and a simi- 
lar difference in total liabilities. The rela- 
tionship of current assets to current lia- 
bilities is closely correlated. The same is 
true of the rate of return on common 
stock equity. 
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In conclusion, changing price levels 
caused the amounts in the accounting 
records of this company to be greatly 
overstated in terms of the base values. 
However, because inflation affected both 
sides of the accounting equation similarly, 
the ratios computed on the reported and 
on the adjusted amounts were closely cor- 
related. 

The significance of the effect of price 
level changes on the records of any organ- 
ization can be determined only after a 
complete study of absolute amounts and 
of ratios before and after adjustment. In 
this case, it was found that the impact of 
the great differences in amount was offset, 
to a great degree, by the similarity of the 
ratios. 

The traditional method of keeping ac- 
counting records, using historical cost, 
should be supplemented by statements 
adjusted for price level changes. Without 
augmenting the accounting records with 
these supplementary reports, a firm can- 
not evaluate scientifically the influence 
inflation has had upon its records. 


A STUDY OF DIFFERENTIAL 
COSTS AS A BASIS FOR 
MANAGERIAL DECISIONS 


Adrian Franklin Murph 
University of Texas, 1955 


Cost accounting records do not gen- 
erally provide the type of cost information 
required for making managerial decisions. 
It is the purpose of this study to deter- 
mine the extent to which differential costs, 
the cost of increasing production or serv- 
ices by one unit, are a valid basis for de- 
cisions concerning pricing, level of output, 
multiple products and distribution. 

The measurement of differential costs 
can best by approached through a correla- 
tion analysis between output and total 
cost of production. The differential cost 
can then be determined by applying the 
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proper formula to the informatior ob- 
tained from the resulting cost functicn. 
These formulas will vary according to the 
type of line used to describe the relation- 
ship between cost and output. Empirical 
studies of this relationship have found that 
a straight line is satisfactory in most cases 
but a second degree function must be used 
in some cases. If expansion beyond the 
limits of present plant capacity is planned, 
the cost function for the expanded plant 
must be based on engineering estimates. 
Formulas based on the equations for first 
and second degree lines can be used to de- 
termine the break-even point directly 
from the information yielded by the cost 
function. 

Differential costs are a valid basis for 
many decisions concerning pricing, level 
of output, or both. In the pricing of special 
contracts, differential and not average 
costs should be used as a basis for decision 
since any price greater than the differen- 
tial cost will make a contribution to net 
profit. Formulas based on the cost func- 
tions may be used to analyze directly the 
effects of an increase or decrease in prices 
on profit. Where a second degree function 
is used to describe the relationship be- 
tween cost and output, it is possible to 
determine the level of optimum output, 
that is, the level of output that will yield 
the greatest profit. If an expansion beyond 
the limits of present plant capacity is 
planned, the cost function of the present 
plant and the estimated cost function of 
the expanded plant can be analyzed to 
determine the advisability of such expan- 
sion. 

The measurement of unit differential 
costs for multiple products must be ap- 
proached in a more indirect fashion. It is 
necessary, in this case, to find some varia- 
ble such as direct labor hours that corre- 
lates well with burden costs. The differen- 
tial burden cost per direct labor hour may 
then be used as a basis for determining the 
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differential burden cost per unit of each 
product. These unit differential costs pro. 
vide a basis for analyzing the effects of 
price changes and for determining the ad. 
visability of adding new products or drop. 
ping old ones. Under certain conditions 
break-even analysis for a multiple product 
concern can be approached through a cor. 
relation analysis between cost and the 
total sales value of output, or between profit 
and total units produced. 

Differential costs also afford a valid 
basis for decisions as to whether to make 
or buy fixed assets and component parts, 
In the case of fixed assets, if the additional 
costs incurred in its construction are less 
than the purchase price, it is more eco- 
nomical to make it. In the case of com- 
ponent parts, a sound decision may be 
reached through the comparison of the 
profit function if the part is manufactured 
with the profit function if the part is pur- 
chased. Differential costs are, of course, an 
integral part of these functions. Differ- 
ential costs are also useful in determining 
the price which may be paid for raw ma- 
terials and still yield a profit on the sale 
of the finished product. 

An analysis of the plant cost function 
is also useful in decisions concerning plant 
shutdown. This analysis will determine 
the volume of sales necessary to incur a 
loss equal to shutdown costs. If it is antic- 
ipated that a sales volume greater than 
this can be maintained, the plant should 
remain in operation. Otherwise, the plant 
should be shut down. This same type of an- 
alysis can be used in connection with 
abandonment decisions. 

The splitting of distribution costs into 
their fixed and variable components re 
quires the correlating of each of these 
costs with some related variable and using 
the resulting cost function as a basis for 
cost allocation. For example, office ex- 
penses may be expressed as a function of 
the number of invoice lines. This type of 
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analysis yields information as to the con- 
tribution margin of a product, territory, or 
department. This information is a sound 
basis for decisions concerning the expan- 
sion or contraction of distribution activi- 


ties. 


ACCOUNTING PERIOD THEORY 
AND ANALYSIS 


Colin Park 
The University of Chicago, 1955 


An accounting period is the period 
selected for reporting the financial opera- 
tions of a business. Traditionally, calendar 
accounting periods such as the year have 
been used because of their convenience 
for regular stockholder reports, income 
tax returns, etc. For these purposes, regu- 
lar calendar-period reportings will con- 
tinue to be necessary. But reports for 
management analysis ought not to be 
restricted to calendar periods since the 
time dimensions of producing, distributing, 
and financing operations are not neces- 
sarily dictated by the calendar. Therefore, 
the hypothesis advanced in this study is 
that if accounting analysis is based on 
operational rather than calendar time con- 
siderations, new kinds of financial figures 
for management use could be developed. 

In searching for an approach to a realis- 
tic operating period theory for account- 
ancy, some economic time-analysis no- 
tions such as the short-term period, the 
long-term period, and market period were 
reviewed. This led to consideration of the 
operating cycle as the basis for a more 
flexible accounting-period concept. The 
free-capital investment-disinvestment cy- 
cle is appropriate not only because of its 
relationship to a firm’s economic fund 
flows, but because its adaptation is not 
upsetting to the accounting matrix. It 
fits into the methodology rather well, as 
experimentation with a detailed case study 
confirmed. 
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An operating cycle has been described 
as the average time intervening between 
the acquisition of materials and services 
entering the storing and producing process 
and the final cash realization usually by 
sale of end product. It has been suggested 
by the American Institute of Accountants 
that when an operating cycle is thought to 
be less than one year, the one-year ac- 
counting period criterion should be used. 
In this paper, however, the use of domi- 
nant rather than average cycles was pro- 
posed, and the Institute’s one-year bias 
was rejected in favor of using operating- 
cycle criteria even when the calculated 
periods turned out to be less than twelve 
months. The phases of an operating cycle 
and a means of estimating their lengths, 
using recorded figures, are thought to be as 
follows: (1) Period of commitment of cash 
to acquire materials and services, and stor- 
age awaiting use; by conversion of raw 
materials turnover ratios to days, and by 
sampling analysis of the time lags from re- 
ceipt of materials, etc., to payment dates. 
(2) Internal production period; by conver- 
sion of product-in-process turnover ratios 
to estimated days. (3) Finished product 
storage; by conversion of finished product 
turnover to days. (4) Sale (instantaneous) 
and collection period; by conversion of 
accounts receivable turnover to days. The 
aggregate days can then be reduced to the 
nearest number of months and this period 
used as the operating-cycle criterion for ac- 
counting purposes. Greater precision in the 
calculation is not a practical necessity. It 
would not provide increased reliability in 
the figures since accounting data are biased 
by human judgment and conservatism. 

Applications of the concepts developed 
in this paper include the application for 
forecasting which introduced a worksheet 
for tracing and planning fund-flows in- 
volved in total company financial opera- 
tions. A method of illustrating the effects 
of alternative conditions or assumptions is 
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shown. Other schematic applications deal 
with the cost of maintaining excess raw 
materials, cost impacts in stabilization of 
work force, determination of dividend size, 
and fund planning for meeting payrolls. 
In these and other studies, emphasis is 
placed on reflecting the financial details 
of management plans and expectations in 
current reports, thus providing a connect- 
ing link between present and forecasted 
data. A new tool for measurement of over- 
all financial performance is illustrated: It 
is a measure of the indicated direction of 
shift in a given period of time, preferably 
an operating cycle, of working capital 
funds. This feature is made possible when 
funds statements are segregated into cur- 
rent and non-current elements, in relation 
to operating cycles. The magnitude of the 
figure obtained is less important than the 
direction of its movement, for the direc- 
tion of movement is an indicator by which 
corporate boards of directors could trace 
management’s adherence to, say, a finan- 
cial retrenchment order, or to a restrained 
plant expansion program. 

The underlying theory of double-entry 
accounting is that for every grouping of 
services there is an offsetting ownership or 
other equity, and the system is kept con- 
stantly in balance as asset valuations and 
reflected equities are altered through op- 
erating and other events. The methodology 
of accounting hinges on broad assumptions 
as to historically-recorded and going-con- 
cern valuations for legal form entities, and 
as to the income implications of matched 
expense and revenue figures for time inter- 
vals called accounting periods; with sup- 
plemental notions as to conservatism, con- 
sistency, objectivity, materiality, and ex- 
pediency. Of all these aspects of account- 
ing technique, the one which to the writer 
seems to have been questioned the least is 
the accounting-period concept. The ac- 
counting-period concept, fraught with the 
arbitrariness of calendar measurements, 
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has in fact been neglected by theorists, Jy 
criticizing some of the shortcomings of 
existing accounting-period theory, an at. 
tempt is made to suggest both theoretica] 
and technical improvements. The treat. 
ment is positive since every opportunity 
has been taken to supplement rather than 
to supplant present notions of time periods 
in accountancy. 

As a practical matter, assuming that 
time intervals having operational dimen. 
sions can be developed, three combinations 
of historical and forecasted financial state. 
ments are possible: (1) Income, funds, and 
comparative position statements covering 
a calendar period (usually a year); the 
currentness of assets and liabilities depend- 
ing primarily upon extant one-year period 
notions—this being the present practice, 
(2) Financial statements covering a year 
period, but asset-liability currentness de- 
termined by operating time criteria. (3) 
Financial statements covering a period of 
time having operational limits and having 
operating-time intervals as the bases for 
asset-liability currentness. The third al- 
ternative is a radical departure from a 
strict calendar-period basis. The second 
alternative is an effective compromise and 
was the basis for the case study that ac- 
companies this paper. The findings sug- 
gest that a door has been opened to a rela- 
tively untouched realm of accountancy. 
And the accounting period concept is one 
that should receive continuing attention 
from thoughtful accountants. 


THE PROPRIETARY THEORY AND 
THE ENTITY THEORY OF 
CORPORATE ENTERPRISE 


Arthur T. Roberts 
Louisiana State University, 1955 


Today there are two theories attempting 
to explain ownership of the corporation, 
the proprietary theory and the entity 
theory. There are numerous conflicting 
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ideas about the meanings of these theories. 
This dissertation attempts to determine 
what is meant by each of these. 

The problem was approached by study- 
ing the proprietary theory and the entity 
theory of corporate enterprise as presented 
by writers in fields of law, taxes, invest- 
ments, management, economics, and ac- 
counting, and by analyzing the position of 
stockholders, creditors, managers, em- 
ployees, and government under the pro- 
prietary and entity theories of corpora- 
tions. 

Two theories pertaining to the granting 
of authority to the corporation are recog- 
nized in law. The association theorists 
hold that the stockholders associated to- 
gether transfer to the corporation the 
rights necessary to carry on the business. 
This is a proprietary theory approach to 
corporate theory. The fiction theorists 
state that the state gives the necessary 
authority to the corporation as an imper- 
sonal being to carry on business activity. 
In so doing the state does not recognize 
what already exists, as proprietary theo- 
rists hold, but, following the entity theory, 
the state creates a new being separate and 
distinct from its stockholders and other 
interested parties. 

In the field of taxation, one finds a com- 
mon dispute among authors. The proprie- 
tary theorists claim there is a double tax 
on corporate and stockholders’ income 
because both stockholders and corpora- 
tions are taxed on the same income. The 
entity theorists claim there is no double 
tax because the income tax is levied on the 
corporation as a separate and distinct 
being from the stockholders and other in- 
terested parties. 

In investments some authors speak of 
stockholders as merely investors and not 
as owners of the corporation. When the 
stockholders take a passive attitude and 
do not participate in corporate matters, 
following the entity theory, they act like 
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creditors. Although the stockholder may 
not exercise his rights in the corporation, 
this is no reason for saying the rights do 
not exist or that he is not the owner of the 
corporation, according to the proprietary 
theory. 

Management plays an important role 
in the corporate enterprise. Although man- 
agement performs the function of manag- 
ing corporate affairs, with authority dele- 
gated by the stockholders, some consider 
management as an entity in itself rather 
than an employee of the stockholders. The 
part owners previously played in the cor- 
poration has been taken over by manage- 
ment. Therefore, the divorce of ownership 
and control seems to indicate the entity 
theory or a managerial approach to cor- 
porate enterprise theory. 

Economists usually take a broad view 
of the corporate enterprise because they 
consider the corporation in relation to the 
whole economy. Some economists hold 
that there is little difference between the 
interested parties (stockholders and cred- 
itors). In so doing they seem to follow an 
entity approach. However, there are other 
economists who follow the proprietary 
theory because they make a marked dis- 
tinction between the stockholders and 
creditors. 

The accountant must decide whether to 
follow a proprietary approach or an entity 
approach when accounting for corporate 
transactions. The proprietary theory is a 
stockholders’ approach and the formula 
A—L=C is appropriate because it demon- 
strates the stockholders as the residual 
claimants. The entity theory is a manage- 
rial approach and the formula A=(L+C) 
is appropriate because it demonstrates the 
oneness of the unit and shows the obliga- 
tions to all claimants together. 

There are many conflicting ideas among 
authors in various fields regarding the 
proprietary and entity theories. A great 
deal of benefit could be gained if a more 
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uniform approach to the ownership prob- 
lem of the corporation was followed by 
theorists in law, taxes, investments, man- 
agement, economics, and accounting. 


THE DEVELOPMENT OF A GEN- 
ERAL QUASI-REORGANIZATION 
CONCEPT 


James S. Schindler 
University of Michigan, 1955 


This dissertation is a study of a pro- 
cedure, entitled a “‘quasi-reorganization,” 
whereby a continuing enterprise could 
establish a new basis of accountability for 
its financial statements without formal 
court proceedings or creation of a new legal 
entity. The significance of the study arises 
from an increased recognition of the limita- 
tions inherent in current generally ‘ac- 
cepted accounting principles and the need 
to consider alternative proposals to pro- 
vide flexibility rather than a rigid adher- 
ence to an historical cost basis. The pur- 
poses of the study are: (1) to develop a 
general quasi-reorganization concept for 
all conditions which might lead to a change 
in basis of accountability; (2) to present 
alternative standards and procedures and 
to indicate those most consistent with the 
general concept; (3) to provide an ade- 
quate basis for interested parties to ap- 
praise the relative advantages and limita- 
tions of the concept as well as the inherent 
problems in effecting it. 

A review of the accounting literature 
and corporate statements related to the 
write-up movement of the 1920’s and the 
write-down movement of the 1930’s pro- 
vided an historical perspective of the ob- 
jectionable reporting in these periods and 
a basis for the proposal of improved pro- 
cedures. The development of a limited 
quasi-reorganization procedure by the 
American Institute of Accountants and the 
Securities and Exchange Commission, like- 
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wise, was discussed as an antecedent of the 
general concept. 

The development of the general concept 
and the related standards and procedures 
was divided into asset and equity phases, 
The subsequent determination of income 
was included within the discussion of the 
equity accounts. The presentation of asset 
accounts included the following: a definj- 
tion of an asset for accounting purposes; 
alternative value concepts; a proposed 
value concept; valuation procedures to 
implement the value concept; the re. 
sources to be revalued; the specific asset 
restatements; and adequate disclosures, 
The presentation of equity accounts in- 
cluded the following: the nature and sig- 
nificance of equity representations; exist- 
ing authoritative equity reporting princi- 
ples; corporation code provisions; income 
tax laws; requirement of stockholder con- 
sent; accounting for subsequent transac- 
tions with equity holders; and disclosures 
in financial reports. 

It was proposed that an “investment 
accountability” be established for all val- 
ues entrusted to management. This re- 
quired determination of total enterprise 
value. An “income accountability” would 
be attained by valuation of specific assets 
in accordance with a “going-concern re- 
placement cost basis” which would provide 
for consistent subsequent income determi- 
nation as well as comparability with the 
reporting of competitors. A resulting dif- 
ferential valuation would be recognized 
and amortized against income. It was 
proposed that all creditor and stockholder 
interests be valued and classified as con- 
tributed capital. A new dated retained in- 
come account would be initiated. Subse- 
quent interest charges and income taxes 
would be computed consistently with the 
restated asset and equity accounts. 

The proposed general concept is a com- 
posite of a group of standards encompass- 
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ing a complete change in basis of accounta- 
bility. Even though the general concept 
may not attain widespread acceptability 
for application in its entirety, it provides 
a basis for judgment of the significance of 
alternative procedures. Further, the con- 
cept is deemed to have significance in other 
areas wherein a revised basis of accounta- 
bility is proposed. The writer concludes 
that procedures based upon the general 
quasi-reorganization concept would elicit 
widespread agreement among interested 
parties and become eligible for admittance 
to the body of generally accepted account- 
ing principles. 


CONCEPTS AND MEASUREMENTS 
OF BUSINESS INCOME: ECO- 
NOMICS AND ACCOUNTING 


Tsun Chen 
University of Michigan, 1956 


What is ‘‘business income”? How should 


it be measured? These problems have been 
constantly discussed by both accountants 
and economists, yet no close agreement 
has ever been reached. This is not so much 
because the two groups are inherently ir- 
reconcilable, but rather that they have 
never tried to understand each other. The 
present study is intended to provide a 
bridge between the two points of view, as 
mutual understanding will benefit the 
future development of both fields. 

In this study, accounting concepts and 
measurement of business income are first 
presented in general terms; and then eco- 
nomic concepts and measurement of busi- 
hess income are similarly formulated. 
From this analysis, we find that in ac- 
counting, business income was originally 
viewed as the increase in net worth of pro- 
prietors and was measured mainly through 
the balance sheet; but now it is generally 
conceived as the residual from matching 
revenue and expenses, measured mainly 
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through the income statement. It is a 
money concept, calculated periodically for 
a specific firm. “Objectivity” and ‘“‘ac- 
curacy”’ are specifically emphasized. Most 
conventions and doctrines are introduced 
to meet this standard. The resulting in- 
come is thus made very definite and cer- 
tain. 

In economics, business income, from the 
mercantilists through Alfred Marshall, 
was usually conceived as the difference 
between gross revenue and expenses needed 
to maintain fixed and circulating capital 
intact. This was basically an income state- 
ment point of view, adequate for a static 
situation. But now most economists agree 
with Hicks that business income should be 
viewed more broadly as the maximum 
amount which a firm can distribute as 
dividends and still be as well off at the end 
of the period as at the beginning. Empha- 
sis is thus shifted to the valuation of the 
balance sheet; moreover, the role of “ex- 
pectation” takes on crucial importance. 
The resulting income cannot be “‘objec- 
tive’ and “definite” but must be “subjec- 
tive” and “tentative.” 

From this separate analysis we find that 
there are, at least, three basic issues which 
differentiate the one concept from the 
other. 

1. There is the problem, brought about 
particularly by changes in business pros- 
pects, of accretion versus realization as 
the criterion for income recognition. In 
seeking “objectivity” and “certainty” ac- 
countants follow religiously the rule of 
realization evidenced by a sale. In empha- 
sizing “relevancy” and “logic” economists 
argue constantly for the criterion of accre- 
tion, ascertained through periodic revalua- 
tion, and think that effective sale is not 
necessary for income recognition. 

2. There is the problem of inclusion ver- 
sus exclusion of unexpected gain. Such a 
problem arises from changes in expecta- 
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tions. We find that this issue is mainly one 
of income ex ante versus income ex post. 
If the former is used, there will be no un- 
expected gain. If the latter is applied, un- 
expected gain will naturally appear. 

3. Asa result of changes in the value of 
money, there is the problem of money in- 
come versus real income. In an economy 
where the price level remains stable, ac- 
counting income expressed in money terms 
will agree with economic income expressed 
in real terms. In an economy where the 
price level rises or falls, both will diverge 
theoretically and practically. 

Finally, the various income concepts 
developed in this study are tested briefly 
against some practical problems of income 
measurement as seen by owners of capital, 
management, students of taxation, and 
students of national income. We find that 
the choice of income concept must depend 
upon the use to which it is put. There is 
no ideal concept which can satisfy all cir- 
cumstances. In the middle of conflicting 
interests, the role of the accountant is to 
adopt multiple income concepts and pre- 
pare various financial statements for vari- 
ous interests with, however, the present 
accounting system as a starting point. 
Herein lies the challenge to the accounting 
profession. 


A THEORY OF TAXABLE INCOME 
Richard L. Williamson 
Indiana University, 1955 


To the person untrained in tax account- 
ing and tax law, there may seem to be no 
problem in defining income. People are 
likely to think of something related to 
their own experience where they have 
little difficulty in deciding what income 
should be, and it may seem to them that 
the problem in tax accounting is the de- 
termination of what the taxpayer can de- 
duct in arriving at taxable income. This 
study advances the proposition that the 
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problem, rather, is the determination of 
income and that the handling of deduce. 
tions is an acquired technique in the use of 
the statutes, regulations, and the inter. 
pretive tax services. 

The determination of income is a prob. 
lem because a clear and usable definition 
of taxable income does not exist. The 
Supreme Court, which is the only instity. 
tion under the American constitution 
which can define income, has rejected the 
efforts of economists and accountants in 
defining income, and has attempted to 
build its own definition in terms of legal 
precedent. Beginning with the case of 
Eisner v. Macomber’ in 1920 the Supreme 
Court tried to construct a definition 
around the concept of realization: the idea 
that the taxpayer must have “something 
coming in” in order to have taxable in- 
come. 

But as the courts wrestled with the 
problem of applying the concept of realiza- 
tion to specific cases, they gradually ex- 
panded the concept, thus developing sub- 
sidiary principles under the main con- 
cept. In fact, social justice seemed to re- 
quire the inclusion of some things as in- 
come which might not be so considered in 
accounting or law: the concept of realiza- 
tion was stretched quite beyond its origi- 
nal meaning. Following the principle of 
realization, various legal writers in law 
attempted to put this maze of decisions 
into an organized rationale, but they found 
it difficult to delineate an integrated sys- 
tem, useful and predictive, and they found 
it impossible to fit all of the cases into 
their respective systems: all were faced 
with conceptual limitations or exceptions. 

This study advances the idea that re- 
alization should rather be considered as 
made up of three coordinate and cardinal 
principles, viz., the taxpayer must rey 
ceive something, the taxpayer must yield 
something, and the thing the taxpayer re- 


1 252 U.S. 189 (1920). 
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ceives must be in exchange for the thing 
he yields. The courts have nowhere men- 
tioned these three principles, but the prin- 
ciples can be interpolated from the reason- 
ing in many cases. The bare outline of the 
three principles is not sufficient, for the 
principles must be explained and applied 
to specific cases. What appear to be the 
leading cases are examined to find the 
subsidiary principles which arise as the 
explanations and applications are made. 

Attention is directed to a consideration 
of what it means to receive something. It 
is found that the “something” may be 
intangible as well as tangible, while the 
“action of receiving’ may constitute 
actual, constructive, and imputed receipt 
to the cash basis taxpayer, and the right 
to receive may constitute receipt to the 
accrual basis taxpayer. The ‘“‘something” 


Abstracts of Dissertations in Accounting, 1954-1955 


453 


yielded may be intangible things, such as 
rights, as well as tangible things like capi- 
tal and labor; the nature of yielding may be 
performance, surrendering of use, disposal 
by exchange or reorganization, etc. Intent 
is the chief determinant of whether the 
thing yielded is in exchange for the thing 
received and an investigation is made of 
the various indicia of intent. 

Finally, an attempt is made to coordi- 
nate all of the subordinate principles and 
subsume them under the three major 
principles as an outline or theory of taxable 
income. It is believed that this forms a 
somewhat more consistent frame of refer- 
ence and that it leaves fewer doubtful and 
difficult cases which do not fit into the 
rationale. It is believed, also, that this 
theory forms the basis of an administra- 
tively usable and predictive system. 
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NON-LINEAR DEPRECIATION 


Lewis A. CARMAN 


HE depreciation of a physical asset is 
its decline in value by the action of 


deleterious or adverse factors. These 
generally are wear-and-tear, the elements, 
neglect, and so on, but may also include 
obsolescence and other nonphysical fac- 
tors. 


PART I—GENERAL SURVEY 
110—Depreciation as function of time 


With normal care an asset is good for a 
reasonably definite number of units of ef- 
fective use. A particular automobile, for 
example, may be expected to run a certain 
number of miles under stated conditions. 
And it will be found that, on the average, a 
given asset constantly used under normal 
conditions will exhaust its deliverable units 
of effective use in a fairly definite length of 
time. Consequently it is often convenient 
to employ time as the measure of use even 
though it may not be completely logical to 
do so. For one thing, it is not then neces- 
ary to keep detailed records of expended 
units of use (miles, hours, etc.). If the date 
of manufacture or acquisition of the asset 
is known, a reasonable estimate of the re- 
maining use can be made. Thus the value 
of a used automobile is commonly deter- 
mined by its year of manufacture. The 
odometer reading might also be con- 
sidered, but odometers can be reset where- 
as the age of the car cannot be disguised. 

Accordingly it is possible to speak of the 
“useful life” of a physical asset and for ac- 
counting purposes to write off the cost of 
the asset in some systematic manner over 
this useful life. Like the life expectancy 
of a human being, the estimated useful life 
of a physical asset is derived from experi- 
ence. It represents, therefore, a probability 
and not a certainty. The useful life is not 
necessarily the absolute life, for by means 
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of repairs and replacements an asset may 
be kept serviceable for an indefinite time. 
Such maintenance eventually becomes 
unduly costly and the useful life is the 
much shorter estimated economic life. 

The basic problem of accounting for de. 
preciation is the selection of the “system. 
atic manner” in which the cost (or other 
value) of the asset is to be written off over 
its useful life. The (recorded) value of the 
asset declines from its initial value at the 
beginning of its useful life to a terminal 
value at the end thereof. This terminal val- 
ue may be either zero or a residual value 
commonly termed the “scrap value.” The 
problem is to state the residual or depre- 
ciated value of the asset at any selected 
point during its life. 

The asset has value at all times during 
its life. Consequently the value of the asset 
is continuous. The residual value declines 
as time increases. Therefore any formu- 
lation by which the residual value may be 
expressed will reflect a negative slope. The 
depreciated value of an asset is commonly 
expressed, then, as a continuous function 
of time with a negative slope. 


120—FUNCTIONS 
121—Types 


There are two general types of contin- 
uous functions available for depreciation 
computations, the rectilinear (or straight 
line) and the curvilinear. The former is 
represented by a first degree or linear 
equation and hereafter will be termed sim- 
ply a linear function. Mathematically a 
straight line is only a special case of a 
curve (i.e., one with zero curvature). Con- 
sequently curvilinear functions are the 
general type and comprise all non-linear 
forms. They include a wide variety of 
types and many types in turn include 
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whole families of curves. There is, there- 
fore, an infinite number of curves avail- 
able for depreciation computations. Some 
of these, however, are extremely complex, 
dificult to compute, and are utterly im- 
practical for use. Others are simple and 
are relatively easy to compute. Generally 
speaking, the simpler the curve the better 
it is for depreciation purposes. 

Now equations involving linear or 
straight line functions may be computed 
by arithmetic whereas curvilinear func- 
tions must be expressed algebraically. The 
actual computation of a curve from an al- 
gebraic equation may require only arith- 
metical operations, but the fact that the 
formulation thereof requires an elementary 
knowledge of mathematical analysis (i.e., 
algebra, analytic geometry, and the calcu- 
lus) has placed curvilinear depreciation 
schemes beyond the reach of accountants. 
This is a pity for the simpler curves re- 
quire only the algebra commonly taught 
to 13 or 14 year old high school pupils and 
the mathematical analysis is that encoun- 
tered in the first semester of the freshman 
year of college and is usually mastered by 
students 17 or 18 years of age. 

Accountants earn their living by dealing 
in figures, but that does not make them 
mathematicians—not by a long shot. Ac- 
counting bears about the same relation to 
mathematics that plumbing does to archi- 
tecture—a useful but restricted craft in a 
very large field. Rarely do accountants 
have occasion to use anything beyond 
eighth grade arithmetic and the vast ma- 
jority of them lack the knowledge of any- 
thing higher. Actually accountants have 
little more use for mathematics than they 
do for physics and chemistry. And al- 
though these could, on occasion, prove use- 
ful (mathematics in handling the rare 
problem not resolvable by arithmetic, and 
physics and chemistry in the understand- 
ing of manufacturing processes) the prob- 
able utility of these subjects does not war- 
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rant their inclusion in accounting cur- 
ricula. 

Ignorance, therefore, of such a special- 
ized subject as mathematics is not in itself 
reprehensible. One of the marks of an edu- 
cated man is his ability to recognize the 
limits of his own knowledge and to know 
where to repair for information or skills 
beyond those limits. But ignorance of 
one’s own ignorance engenders a bump- 
tious presumption and of this, to judge by 
published matter, a number of accountants 
have been guilty. Some of their attempts 
to resolve the difficulties of curvilinear de- 
preciation have been so ludicrously naive 
as to be both comic and pathetic. The 
simple truth is that accountants have yet 
to produce a true curvilinear depreciation 
scheme and the reason for this failure is the 
fact that they completely lack the requi- 
site mathematical knowledge. The best 
they have been able to do is to concoct 
several clumsy approximations and even 
these they have been unable to control. 

Now there is a vast difference between 
the design and manufacture of a mech- 
anism and its use. Few automobile drivers 
could either design or make the cars they 
drive with such ease. And is it unlikely 
that any typist could design or make a 
typewriter or a pianist a piano. Similarly, 
individuals who lack the mathematical 
knowledge necessary to formulate a curvi- 
linear depreciation scheme nevertheless 
may readily use an already formulated 
scheme merely by substituting values for 
the variables therein. It is well known 
that the circumference of a circle is 
3.14159265 times its diameter, or C 
= 3.14159265D. With this formula the cir- 
cumference of a circle of any given di- 
ameter may be computed even by those 
unable themselves to derive the ratio 
3.14159265. 

The facts of curvilinear depreciation will 
be formulated herein in such a manner 
that anyone desirous of utilizing such a 
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scheme for the computation of deprecia- 
tion need only substitute the basic data of 
the problem in a formula. Proofs of the 
formulations will not be given as these 
would require considerable space, would 
be unnecessary to those having a knowl- 
edge of elementary mathematical analysis, 
and would be incomprehensible to those 
without it. 


122—Linear 


Although linear depreciation is simple 
to compute, for it requires only arithmetic, 
it is not always factual. For example, the 
resale values of a well-known automobile 
expressed as fractions of its original value 
at intervals of one year are charted in Fig- 
ure 11: 


100% 


years 
Fic. 11 


The charted values for the eight years 
are those given by a market report pub- 
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lished for automobile dealers. Quite obyj. 
ously the linear scheme, represented by 
the dotted line, is far from factual. 


123—Segmented 


Confronted with the manifest inade. 
quacy of linear depreciation and lacking 
the mathematical knowledge to compute 
curvilinear depreciation, accountants have 
been thrown back hard on their haunches. 
With only eighth grade arithmetic to guide 
them, they have concocted several bastard 
schemes, at least two of which are in use, 
These may be termed segmented schemes 
for they consist of a series of connected 
segments of straight lines. These segments 
—being linear—may be computed by 
arithmetic and in general form they ap- 
proach a curvilinear scheme. These three 
types of depreciation schemes, linear, seg- 
mented, and curvilinear, are shown in Fig- 
ure 12; each type is shown both with and 
without terminal residual values (“scrap 
values’’). 

As stated above, segmented schemes 
are complex linear schemes for they are 
represented by a number of separate 
straight lines. The effect, however, is that 
of a crude curve. If the segmented scheme 
is based on a more or less general relation- 
ship it will approach a curve as the num- 
ber of segments in the life is indefinitely 
increased, just as regular polygons ap- 
proach circles as the number of sides is in- 
creased. This limiting curve is always sim- 
pler than the segmented scheme itself. 
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124Curvilinear 

Curvilinear schemes may be compound 
(with points of inflection) or simple (with- 
out such points), and the latter may be 
either “concave-upward” or “concave- 
downward.” These are illustrated in Fig- 
ure 13. 


Fic. 13 


Only simple concave-upward curves and 
their segmented counterparts will be con- 
sidered herein. The slopes of such curves 
(which are related to the depreciation 
rates) are greater than those of correspond- 
ing linear schemes at the beginning of the 
life of the asset and are less than the 
linear slopes (or rates) at the end of the 
life. 

The slope of a straight line is defined as 
the vertical distance between any two 
selected points on the line divided by the 
horizontal distance between the same two 
points; it is therefore a ratio. The slope of 
acurve at a given point is the slope of the 
straight line tangent to the curve at that 
point. In the conventional form of mathe- 
matical graphs lines sloping upward to the 
right have positive slopes while those slop- 
ing downward to the right have negative 
slopes. The slopes of all depreciation lines 
and curves are negative for the residual 
(depreciated) value of the asset decreases 
as time increases. 

The slope of a depreciation curve is a 
generalized equivalent of the depreciation 
tate. Now annual rates may be variously 
expressed. For example, an asset having a 
20-year life will have _an annual ‘deprecia- 
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tion rate of 5%, one having a 10-year life 
will have a 10% rate, one with a 4-year 
life 25%, and so on. When charted, how- 
ever, these annual rates will all be ex- 
pressed by straight lines having a slope of 
—1. This simply means that the asset is 
fully depreciated at the end of its life, no 
matter how that life is expressed in years. 

An asset with a scrap value will have a 
different slope. The slope of a curve at any 
point may be regarded as a multiple of the 
linear slope and as this in turn, for any 
given case, corresponds to an annual de- 
preciation percentage, it is a simple mat- 
ter to correlate the two. For example, in 
the case of an asset having a 20-year life 
and a 10% scrap value, the linear slope is 
—.9 and the annual linear depreciation 
percentage is 4.5%. If the slope of the 
curve at some point is —1.08, the cor- 
responding annual depreciation rate (per- 
centage) is 


— 1.08 
X4.5%' or 5.4% 


. 


Or, to arrive at it another way, multiply 
the slope by 


4.5% 
or —5% 


Thus, —1.08X —5%=5.4%. Expressing 
the depreciation rate as the slope of 
the depreciation curve is a mathematical 
generalization that is infinitely more con- 
venient for computational purposes than is 
the conventional practice of stating it as 
an annual percentage. Both the curve and 
its slope are then independent of the num- 
ber of periods into which the life of the as- 
set may be divided. 


130—THE BASIC PROBLEM 


131—The Problem Defined 


The basic problem of curvilinear de- 
preciation, then, is to pass a concave up- 
ward curve between two points, the whole 
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value of the asset at the beginning of its 
life and the terminal residual value at the 
end of its life. The problem may be gen- 
eralized by taking the whole value of the 
asset and the whole life as unity (1.0). The 
residual value at any point during the life 
of the asset is then expressed as a fraction 
of the whole value and the elapsed time is 
expressed as a fraction of the whole life in- 
stead of as a number of years or months. 
Thus, in the case of an asset having a use- 
ful life of 8 years, the elapsed time at the 
end of the fifth year would be expressed 
as .625. This use of unity (1.0) to express 
both the whole value and the whole life 
permits comparisons to be made and 
curves to be formulated that are the same 
in character for all assets even though the 
number of years in their lives may vary 
widely. 

The basic symbols to be employed are 
the following: 


x=elapsed time expressed as a fraction of the whole 
life (1.0). 
y=residual value of asset at any point of time ex- 
pressed as a fraction of the whole value (1.0). 
z=slope of curve at any point of time. 
The following symbols represent particu- 
lar cases of the foregoing: 


v=terminal residual (or scrap) value at the end of the 
life (when x=1), expressed as a fraction of the 
whole value (1.0). 

a=initial slope of curve (or zs when x=0). 

¢t=terminal slope of curve (or z when x=1). 
Certain other symbols will be defined as 
they are introduced. 

The relation of these symbols to one an- 
other is shown in Figure 14. 

For any point (x) of the life, the equa- 
tions will give the residual value (y) and 
the slope (z) of the depreciation curve. 
These same conventions apply to all the 
accompanying graphs but in order to save 
useless repetition are not expressed. 

The problem, then, is to pass a concave- 
upward curve between the points (0, 1) 
and (1, v). A point is described by writing 
first the abscissa (horizontal distance from 
the origin) and then the ordinate (vertical 
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distance) in parentheses with a comma be- 


tween. Now v may equal zero or any num- | 


ber between zero and +1. If v=0, the curve 
will pass through the point (1, 0). Mathe- 
matically the problem is about as simple as 
shooting goldfish in a bowl. It is as easy, 
mathematically speaking, to express the 
equation for a straight line between two 
points as it is to draw the line on paper 
with a straight-edge. Not only that, but it 
is as easy to express mathematically the 


equation for a given type of curve that will | 


pass through two selected points in a plane 
as it is to draw such a line on paper with 
the aid of a curved ruler (a “ship section” 
or so-called “‘French curve”). There is just 
nothing to it—yet the problem has long 
baffled accountants. 

Perhaps too much attention has been 
given in accounting to the “‘scrap value” 
or terminal residual (depreciated) value. 
The “scrap value” concept is a theoretical 
and academic one widely encountered in 
schools but comparatively rarely in prac- 
tice. It has little practical utility. The life 
of an asset is purely an estimate and conse- 
quently the annual depreciation is like- 
wise an estimate. To introduce another 
estimate, the “scrap” or terminal residual 
value into the picture confuses rather than 
helps. Many worn-out items of equipment 
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are simply thrown on a scrap pile and are 
slid by the pound at irregular intervals. 
The amount realized is not identifiable 
with particular assets. Therefore it is 
much simpler to amortize the whole origi- 
nal value over the estimated useful life of 
the asset and to record any realization of 
scrap as an item of miscellaneous income. 
Ordinarily the value of equipment scrap is 
small in relation to the original value of 
the assets and there is little practical use 
in considering it in computing deprecia- 
tion amounts. As a matter of fact it is 
widely disregarded in practice, even with 
automobiles which have relatively short 
lives and considerable trade-in (residual) 
values. However, in order to generalize 
the problem, consideration will be given 
herein to terminal residual values. If these 
are not desired, the equations can be sim- 
plified by substituting zero for 2. 


132—Relation of Mathematics to Deprecia- 
ton 

In the foregoing sub-section it was 
stated that the basic accounting problem 
with respect to depreciation is to pass a 
concave-upward curve between two points 
representing the initial and terminal values 
of ar asset. A fair question is: what is the 
theory underlying depreciation schemes 
and by what sort of curve is this theory 
expressed mathematically? The simple 
fact is that there is no depreciation the- 
ory and mathematics has nothing what- 
ever to do with any principle of depre- 
ciation, for there is none. Mathematics 
is merely a computing tool, a means of in- 
terpolation between the initial and termi- 
nal values. Just as one may draw a better 
circle with the help of a compass than 
without it, so one can produce a better in- 
terpolation curve with the aid of mathe- 
matics than without it. 

The subject of depreciation, like that of 
life insurance, is based solidly on experi- 
ence. Each type of asset under stated con- 
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ditions of use has a more or less definite 
life expectancy. The results to be expected 
from the asset therefore are derived from 
factual data and not from theory. Actual- 
ly, the best method of expressing the de- 
preciation of a given type of asset is to 
chart on co-ordinate paper all the known 
data relating to it and to draw a smooth 
curve through or near the charted points. 
This curve may be drawn freehand, by 
mechanical means, or by a mathematical 
equation. In Figure 11 the plotted data 
relating to the resale value of an automo- 
bile are connected by straight lines; the 
result is a segmented presentation. A 
smooth curve fitted to the data would be 
far superior. (See Figure 38.) 

A curve sometimes tends to correct ob- 
servational errors, either instrumental or 
subjective. An astronomer who plots the 
course of a newly discovered comet gen- 
erally finds that the plotted points lie 
close to but not exactly on a smooth curve. 
Obviously, the irregularities are those of 
observation and not of fact. With a large 
enough body of data available he can fit a 
curve thereto that will almost certainly 
present the actual course of the comet. At 
best depreciation data are only enlight- 
ened estimates and curvilinear interpola- 
tion smooths out irregularities. 

A curve is self-consistent and systematic 
in its changes of slope and may be re- 
garded as the ideal about which the fac- 
tual data tend to group themselves. Many 
natural phenomena tend to follow mathe- 
matical curves, though no given set of 
data will fall exactly on a computed curve. 
The growth of biological cultures follows 
an exponential curve. Many magnitudes 
—from the size of seashells to the heights 
and weights of men—follow what is known 
as the probability curve. If five dice are 
thrown it is evident that the readings will 
vary from a minimum of five to a maxi- 
mum of 30. Some results are more probable 
than others and the probabilities can be 
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computed. The computed results will be 
found to lie on a smooth probability curve. 
If the dice are thrown a large number of 
times and if the results are recorded, it will 
be found that they will tend to follow 
closely the computed probabilities. They 
will not hit them exactly with any finite 
number of throws, but the accordance is 
inescapable. 

It is legitimate, then, to regard a mathe- 
matically computed depreciation curve as 
a systematic and self-consistent represen- 
tation of factual data—provided it is de- 
rived from those data. Mathematics is a tool, 
and only a tool, for obtaining computed 
results or for succintly expressing intricate 
relationships. Applied to data derived 
from experience it produces answers con- 
sonant with fact. But the results are valid 
only to the degree that the data are valid. 
Mathematics by itself proves nothing with 
respect to depreciation. But accountants, 
being unversed in mathematics, tend to 
regard the unknown with almost super- 
stitious reverence. They seem to mistake 
the tool for some sort of cabalistic reve- 
lation and to look upon depreciation for- 
mulas as though they were straight out of 
the joss house. 


133—Selection of Curve 


The question then arises: what type of 
concave-upward curve should be selected 
for depreciation purposes? From a purely 
mathematical standpoint it hardly makes 
any difference. While it is unwise to make 
sweeping mathematical generalizations, it 
may be said that almost any curve may 
be modified so that a segment of it will 
satisfy the conditions of a given problem. 
If the curve is not concave-upward in its 
simplest or most typical form it may be 
modified until it is. Although every curve 
is different from any other curve, segments 
of any two curves can be modified for a 
limited range until for all practical pur- 
poses they coincide. 
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This matter of modification has never 
been understood by accountants for other. 
wise they would have resolved most of 
their difficulties. To illustrate, some ele. 
mentary modifications are shown in Fig. 
ure 15. 

Diagram (a) in this figure starts with 
the simplest of all curves, a parabola hay- 
ing its vertex at the origin of co-ordinates, 
In (b) the curve is reversed, in (c) the re- 
versed curve is multiplied by 5, in (d) the 
reversed multiplied curve is shifted one 
unit upward and two to the right, in (e) 
the reversed, multiplied curve is rotated 
45°, and in (f) the curve is both rotated 
and shifted as in (d). 

By suitable modifications a curve can be 
passed through selected points, be made 
tangent to selected lines, and have selected 
slopes at chosen points. In fact a curve 
can be made to do almost anything except 
bring one his breakfast in bed. It may be 
thought of as similar to a piece of wire 
that may be bent at will and placed as de- 
sired on a plane surface. That is not quite 
true, for a curve represented by an equa- 
tion will maintain definite relationships 
between its points whereas a manually 
bent piece of wire will not. Yet limited seg- 
ments of entirely different types of curves 
can be made practically indistinguishable. 

In the illustrations given above the mul- 
tiplicative and additive (shifting) opera- 
tions were performed by constants, but it 
is also possible to employ other functions 
of x as modifiers instead of constants. Lest 
it be thought that modification is an un- 
justified tampering with the purity and 
sanctity of a curve, it may be stated cate- 
gorically that there is no such thing as an 
“unmodified” curve—or, for that matter, 
anything else of a quantitative nature. 
When it is said that no apples, an apple, or 
four apples are on the table, the concept 
“apple” is multiplied by zero, one, or four. 
The numbers 0 and 1 are as real as are any 
other numbers. Multiplication by them is 
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(a) #—y=0 (d) 
(b) 2#+y=0 (e) 
(c) .522-+y=0 


factual though not always formally ex- 
pressed. Even in mathematics multipli- 
cation by zero or unity is commonly not 
expressed. For example, the function 24 
is written as 224 
+2°+3%+4. The three 1’s (x®°=1) and the 
zero are not explicitly stated. Any so- 
called “unmodified” curve is at least mul- 
tiplied by unity. And in mathematics one 
is just another number. 

Both this fact and modification by a 
function of x may be illustrated by the ex- 
ponential curve. This curve is discussed in 
detail later and it is therefore sufficient to 
say here that in its “unmodified” form it 
does not pass through zero at the end of 
the useful life of the asset. This intracta- 
bility has practically thrown accountants 
into a tizzy for it has made the curve un- 
usable for them in cases where there is no 
terminal or scrap value. It is a belief 


=0 
(f) —2.207%—.793y-+2.957 =0 


among accountants that an exponential 
curve cannot be made to pass through the 
point (1, 0). The fact is, however, that it 
can very easily be made to pass through 
not only the point (1, 0) but any other 
selected terminal point (1, 2). 

In the case of the “unmodified” ex- 
ponential curve the ordinates actually are 
multiplied by the ordinates of an auxiliary 
straight line y=1. When it is desired to 
pass the exponential curve through zero, 
the modifying auxiliary line is pivoted to 
pass through the point (1, 0) and the ordi- 
nates of the exponential curve are then 
multiplied by the corresponding ordinates 
of the sloping straight line. If the “un- 
modified” curve passed through the point 
(1, .10) and it were desired to modify it to 
pass through the point (1, .05) the aux- 
iliary modifying line would be pivoted to 
pass through the point (1, .50), and so on. 
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This basic process is shown graphically in 
Figure 16. 

In the charts A is the “unmodified” ex- 
ponential curve, B the modifying line, and 
C the modified curve. In the first chart A 
and C coincide for the ordinates of A are 
multiplied throughout by 1 (the cor- 
responding ordinates of B). The point to 
be emphasized here is that the curve may 
be modified at will to obtain an infinite 
number of variations. Modification of this 
type does not change the basic curve quali- 
tatively, though it does (designedly) 
change some of its quantitative attributes. 

It is obvious, then, that with a limitless 
variety of modifications at one’s disposal 
almost any type of curve can be made to 
fit a given set of depreciation data. The 
selection of a curve, consequently, will not 
depend on mathematical definitions but 
upon practical considerations. 


134—Polynomial Functions 


But when a curve is desired for inter- 
polation or other computational purposes, 
as is the case with depreciation problems, 
simplicity is at a heavy premium. And 
when a simply expressed and easily com- 
puted curve can be modified at will until 


Degree 


0 1 
1+ ax 
1+ax+bx? 
1+ax+-b2?+-cx3 


for practical purposes it is indistinguish- 
able from a complex and difficult-to-com- 
pute curve, it would be stupid to use the 
latter. The choice of the type of curve de- 
pends, of course, on the nature of the prob- 
lem—a trigonometric curve might be 
selected for the interpolation of a periodic 
function, for example. But for depreciation 
purposes a polynomial function is by far 
the simplest. Milne’s “Numerical Calcu- 
lus” states: “Experience has shown that 
in general the polynomial interpolating 
function is the most useful, and for many 
reasons. Polynomials are simple in form, 
can be calculated by elementary opera- 
tions, are free from singular points, are un- 
restricted as to range of values, may be 
differentiated or integrated without difi- 
culty, and the coefficients to be determined 
enter linearly.” 

The equations utilizing polynomial func- 
tions, in the form suitable for depreciation 
problems (i.e., with the constant term 
unity) are shown below. The degree of the 
equation is determined by the highest ex- 
ponent of x. The quadratic is the equation 
of a parabola and by extension higher de- 
gree functions are sometimes termed third, 
fourth, etc., degree parabolas. The follow- 


Name 


Straight line parallel to x-axis 
Linear (straight line) 
Quadratic 

Cubic 

Quartic or biquadratic 
Quintic 
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ing may be stated with respect to these 


functions: 


i. The first degree equation is that of a straight line 
and has long been used for computing linear 
(“straight line”) depreciation. 

2. The second degree or quadratic equation repre- 
sents the simplest form of curve, the first step 
beyond the straight line, and is suitable for al- 
most all depreciation problems likely to be en- 
countered in practice. Within its limits it is an 
extremely flexible and versatile curve. Its 
properties are described in Part IIT. 

3, The equations of higher degree (third, fourth, etc.) 
are rarely needed for depreciation purposes. 
They are also described in Part III, more to 
round out the subject than for any other pur- 
pose. 


The plus signs shown in the equations are 
merely conventional as the coefficients 
(a, b, etc.,) may be either plus or minus. 
Thus if a were —2, the first degree equa- 
tion becomes y=1+(—2)x or y=1—2zx. 
In fact, in any depreciation equation of 
this type there must be at least one minus 
sign. (The coefficient a is always negative.) 

It may be said, then, that all linear de- 
preciation may be computed by means of 
the first degree equation and practically 
all curvilinear depreciation by the second 
degree or quadratic equation given above. 
Before passing on to a presentation of 
quadratic functions it will be necessary 
first to take a look at the segmented 
schemes of accountants. 

Now segmented schemes have no more 
raison d’étre than have square wheels. 
Their origins are as inglorious as are those 
of a mule. If something must be written 
in the stud-book then truth compels the 
statement that they are by Ineptitude out 
of Ignorance. At least two segmented 
schemes foaled by these progenitors have 
been given names and a description of 
them might well be entitled: Two Little 
Misbegots and How They Grew. With 
characteristic ineptitude accountants have 
christened these the Declining Balance 
and the Sum-of-the-Years-Digits methods. 
These schemes have even achieved a dubi- 
ous distinction by recognition in the 
Revenue Code of 1954. For the sake of 
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simplicity these will hereinafter be referred 
to as the DB and the SD schemes. These 
segmented schemes are described in 
Part II 


PART II—SEGMENTED SCHEMES 
210—sSEGMENTED METHODS 
211—Declining Balance” (DB) Method 


The declining balance (DB) method of 
computing depreciation may be illustrated 
by an asset costing $30,000 and having a 
useful life of 5 years. Under the linear 
method the depreciation would be com- 
puted at 20% of the original cost or 
$6,000 per annum. As a constant rate is 
applied to a constant amount, the de- 
preciation is constant from year to year. 
In the DB method a constant rate is ap- 
plied to the residual (or depreciated) value 
and as this declines from year to year the 
amount of the annual depreciation also 
declines. For a given asset it follows that 
the depreciation computed by this scheme 
must be greater in the earlier years and 
less in the final years than is the case with 
linear depreciation. To bring this about a 
rate higher than the linear rate must be 
employed. As an example a rate of 40%, or 
double the linear rate, is used and the de- 
preciation is computed thus: 


Beginning 


Rate Depreciation 


$12,000 


4,320 
2,592 
17555 


The residual value of $2,333 at the end of 
the fifth year is glibly assumed to repre- 
sent the “scrap value” of the asset. This 
method, then, does not fully write off the 
cost of the asset over its life, and this arbi- 
trary limitation is a very stupid one. 

A simpler way of making the same com- 
putation is to obtain the residual values by 
multiplying by 1 minus the rate. The de- 
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preciation is then the difference between 
the successive residual values. In this case: 


Ending 
Year Residual Depreciation 

Value 

$30 ,000 

1 $30,000 18 ,000 $12,000 

2 18,000 .60 10,800 7,200 

3 10,800 .60 6,480 4,320 

4 6,480 .60 3,888 2,592 

5 3,888 .60 2,333 1,555 


A full exposition of the DB method is 
given in Exhibit A. 

This method has long been known to ac- 
countants. It was probably initiated by 
some ignorant or inebriated bookkeeper 
who mistakenly applied the depreciation 
rate to the declining balance instead of to 
the original balance of the asset. Account- 
ants saw that the values so obtained were 
non-linear and therefore came to appreci- 
ate the method, but they never learned 
how to handle it. 

Now this is a very familiar type of func- 
tion and if y represents the residual value 
expressed as a fraction of the whole value, 
m the number of years elapsed, and 7 the 
rate of depreciation, the equation is: 


Now (1—7) is termed the base and as it isa 


constant it may be expressed by a single 
symbol k, thus: 


This is called an exponential function for 
the independent variable m is an exponent. 
If m may be any number the equation 
represents a continuous curve, but if m is 
restricted to integral values (1, 2, 3, etc.,) 
y will be represented by a series of dis- 
connected points. When these points are 
joined by straight lines a segmented 
scheme is produced. 

For all practical purposes y can be com- 
puted arithmetically only when m is an in- 
teger. Only laboriously and to a limited ex- 
tent can y be computed for fractional 
values of m by the use of arithmetic. If a 


value were desired for y at the end of 3 
years, m would be 7/2. To compute this 
one would have to take the square root of 
the seventh power of the base. And at the 
end of eight years and one month m would 
be 97/12. To compute the value of y, one 
would have to extract the 12th root of the 
97th power of the base, and life is much 
too short to attempt this arithmetically, 
Of course the computation could readily 
be made by means of a table of logarithms, 
but the average accountant would sooner 
put his hand in a barrel of rattlesnakes 
than in a book of logarithms. Consequent- 
ly, for accounting purposes only integral 
values of m are recognized and intermedi- 
ate values are obtained by linear inter. 
polation. This, as stated above, produces 
a segmented scheme. Not only is this a 
very clumsy and a very stupid expedient 
but the exponential function upon which 
it is based is unsuited to depreciation pur- 
poses. It has been toyed with by account- 
ants simply because it is almost the only 
curve they have known how to approxi- 
mate by arithmetical means. 

As indicated in the illustration above, 
y will never equal zero, and this has dis- 
turbed accountants no end for they were 
unable to use the curve in case where there 
is no terminal residual value (scrap value). 
More than that, they had no idea how to 
make the curve pass through a preselected 
scrap value. Consequently, practically the 
only curve that accountants have been 
able to produce was apparently so in- 
flexible that it could not be used general- 
ly. The only solution seemed to be to go 
along with the curve and arbitrarily as- 
sume that the terminal residual value that 
it produces is a fair scrap value, but this 
assumption is so erroneous that it cannot 
be swallowed in the majority of cases. 
Some few village Hampdens among ac- 
countants, with dauntless breasts and 4 
smattering of algebra, have this mathe- 
matical tyrant of their fields withstood, 


212— 


but to 
tude ¢ 

the ra 
proac 
useful 
«than 
4 curve 

the 

agree 
Th 
the fi 
simp) 
curve 
select 
One! 
lined 
are a 
been 
| baffle 
SD 
throv 

| Meth 
T 
divid 
of pa 

E 
J 

the 

+3 

in t 
mort 

$=, 

first 

the 

the 

has 

digi 


but to little avail. By reducing the magni- 
tude of the base (which means to increase 
the rate) the curve can be made to ap- 
proach zero very closely at the end of the 
useful life of the asset—to an amount less 
than $1.00 if desired. But this produces a 
curve with an impossibly high initial slope; 
the mathematical solution then does not 
agree with the facts of depreciation. 

The laugh in this comedy of ignorance is 
the fact that it is actually a childishly 
simple matter to modify an exponential 
curve so that it will pass through any pre- 
selected terminal value, including zero. 
One method of doing this has been out- 
lined in sub-section 133 and other methods 
are available. But accountants have never 
been able to accomplish this and in their 
bafflement they have turned to the 
SD segmented scheme which does pass 
through the point (1, 0). 


212—“‘Sum-of-the-Y ears-Digits’’ (SD) 
Method 

The ‘“‘sum-of-the-years-digits’” method 
divides the life of the asset into a number 
of parts determined by adding the terms of 


Residual Values 


Non-Linear Depreciation 


S+44+3+2+1=15 
or 
SX5XK6=15 


The depreciation for the first year is 5/15 
of the cost of the asset, for the second 
year 4/15, and so on. 

In the case of the asset having a cost of 
$30,000, the depreciation and residual 
values will be as follows: 


$30,000 
1 $10,000 20 ,000 
2 8,000 12,000 
6,000 6,000 
4 4,000 2,000 
5 2,000 none 
Total $30,000 


This method writes off the entire cost over 
the life of the asset. 

A full exposition of the SD method is 
given in Exhibit B. 
213—Comparison of Methods 


The linear, DB, and SD methods are 
compared below: 


Cumulative Depreciation 


End of 

Year Linear DB SD Linear DB SD 
$30,000 $30 ,000 $30,000 
1 24,000 18,000 20,000 $ 6,000 $12,000 $10,000 
2 18,000 10,800 12,000 12,000 19,200 18, 
3 12,000 6,480 6,000 18,000 23,520 24,000 
4 6,000 3,888 2,000 24,000 26,112 28 ,000 
5 none 2,333 none 30,000 27,667 30,000 


the series n+(n—1)+(n—2)+ - 
+3+2+1 where is the number of years 
in the life of the asset. This sum may be 
more simply obtained from the formula 
s=.5n(n+1). The depreciation for the 
first year is n/s of the cost of the asset, for 
the second year (w—1)/s, and so on. In 
the illustrative case given here the asset 
has a life of 5 years and the “sum of the 
digits” is: 


The depreciation for any year is the dif- 
ference between the residual values at the 
beginning and end of the year. The cumu- 
lative depreciation is the difference be- 
tween the initial value of the asset and the 
residual value at the end of any year. 

In the above example the DB method 
reflects the greatest depreciation for the 
first two years but the SD method catches 
up with it by the end of the third year and 
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thereafter exceeds it. The two non-linear 
schemes produce the greatest acceleration 
of depreciation with assets of relatively 
short lives; the excess over the linear 
method is not so great with assets of com- 
paratively long lives. 

It should be emphatically stated that 
any assertion to the effect that non-linear 
depreciation “recovers the cost of the asset 
more quickly”’ is simply preposterous. Any 
given scheme either follows the physical 
facts and correctly reports depreciation or 
it does not follow the facts and misstates it. 
The idea that “cost is recovered” by re- 
cording the depreciation of physical as- 
sets, so widely expressed in accounting 
literature, revenue codes and their con- 
comitant regulations, and in other pro- 
nouncements, is one of the most asinine 
concepts to be found in print. The cost of 
an asset is no more “recovered” by re- 
cording depreciation than cash is “re- 
covered” by recording disbursements. 
Disbursements diminish the magnitude of 
the cash assets and depreciation diminishes 
the magnitude (recorded value) of the 
property assets. Each, then, represents a 
diminution of an asset value and is a fact 
independent of accounting. The account- 
ing may conform or not conform to the 
facts but it cannot alter, modify, or allevi- 
ate them. The belief that departed values 
can be “recovered” by making ink marks 
on a piece of paper is a sort of clerical voo- 
dooism. There is no “recovery’”’—there is 
simply reporting and the reporting is good, 
bad, or indifferent au fur et d mesure that 
it conforms to fact. A manufacturer could 
dump his products in the ocean—thereby 
“recovering” nothing—yet his accounts, 
if correct, would reflect the depreciation of 
his equipment. The “recovery” concept is 
probably the most appalling imbecility 
accepted by a technical group since the 
medical profession abandoned the equally 
sciolistic practice of blood-letting a century 
or more ago. 
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220—THE REVENUE CODE oF 1954 
21—Non-linear Methods of Code 


The Revenue Code of 1954 extends the 
use of non-linear depreciation methods by 
liberalizing the “declining balance” (DB) 
method, by including the ‘“sum-of-the. 
years-digits”’ (SD) method, and by per. 
mitting other methods subject to certain 
limitations. The non-linear methods of the 
Code may be outlined thus: 


1. Specifically defined 
a. “Declining balance’? method in which the 
rate may be twice the linear rate (instead 
of the previous 1.5 times). 
b. ‘“‘Sum-of-the-years-digits” method. 
2. Any other consistent method, subject to the fol- 
lowing limitations: 
a. The rate for the first year must not be great- 
er than twice the linear rate for the same 


b. ‘seems depreciation for the first two- 
thirds of the life of the asset must not ex- 
ceed that of the ‘‘declining-balance” 
method for the same period. 

These non-linear schemes may be applied 
only to mew assets having a life of three 
years or more. New assets are those whose 
original use commences (a) with the tax- 
payer and (b) after December 31, 1953. 
The depreciation of assets acquired or 
constructed prior to that date is to be de- 
termined under methods previously in ef- 
fect. No formal election to use the non- 
linear methods need be made by the tax- 
payer provided he initiates their use in the 
first taxable year ending after December 
31, 1953. Thereafter permission to change 
to these methods must be obtained from 
the Commissioner. But the taxpayer may 
change at any time from the DB method 
to the linear method provided he has not 
entered into an agreement with the Com- 
mission prohibiting it. 

The non-linear methods are intended to 
give relief to the taxpayer by allowing 
heavier deductions immediately after the 
original outlay for the purchase or con 
struction of the asset. Suppose that an as- 
set costing $30,000.00 has a useful life of 
five years. If the income tax rate for 4 


Cory 
sult 

net 
line 

the 
trib 

wo 

con 
mat 
cree 

the 

im 
an 
reas 
pret 
rece 
rent 

the 
be |] 
adv 

yea 

or 

eno 
louc 

tua 
me 

con 
user 

diff 
two 
ings 
Ass 

ing 


Non-Linear Depreciation 


corporation were (say) 52%, the deprecia- 
tion deductions over five years would re- 
sult in tax reductions of $15,600.00. The 
net cost to the taxpayer therefore would 
be only $14,400.00. The net outlay on the 
linear and on the SD method, representing 
the original cost less the tax reductions at- 
tributable to depreciation deductions, 
would be as follows: 


Linear 


$249.60 


The saving by the SD method can be 


SD 


Tax 


Depreciation Reduction 


$3,120 
3,120 
3,120 
3,120 
3,120 


The “relief” is somewhat illusory. If 
conditions remain static there is no ulti- 
mate tax saving. If tax rates should de- 
crease the taxpayer would gain; should 
they be increased in the future (by the re- 
imposition of an excess profits tax, for ex- 
ample) the taxpayer would suffer by 
reason of the earlier “‘accelerated” de- 
preciation. The taxpayer does, however, 
receive some advantage in the way of cur- 
rent financing in the early years following 
the acquisition of the asset, which would 
be helpful to a growing business, but this 
advantage must be paid for in the later 
years. The amount of relief over the linear 
or “straight-line’’ depreciation is hardly 
enough to make taxpayers break out into 
loud huzzahs. This is evident when the ac- 
tual saving is computed. 

The saving through the use of the SD 
method in the foregoing example can be 
computed by assuming that the taxpayer 
used the linear method and borrowed the 
difference between the net outlays on the 
two methods. The interest on the borrow- 
ings would be deductible for tax purposes. 
Assuming an interest rate of 5%, the sav- 
ing would be as follows: 


Tax 

Depreciation Reduction 
$5,200 
4,160 
3,120 
2,080 
1,040 


$10,000 
8,000 


formulated thus: 
I(i-—T)T 


; (n—1) 


saving = 


where n=number of years in life of asset, 
I=interest rate, and T=tax rate. When 
I=.05 and T=.52, 


saving = .00208(n—1) 
In the case of a 5 year life and a $30,000 
cost 
.00208 X 4X $30,000 
= .00832 X $30,000 
= $249.60 


saving = 


In these formulations compound interest 
has not been computed on the net interest 
cost and the fact that income taxes are 
payable in instalments after the end of the 
taxable year has been ignored. 

The DB method cannot be compared 
with a linear scheme in which there is 
either no scrap value or a scrap value dif- 
ferent from the terminal value of the DB 
scheme, for the aggregate depreciation 
amounts would not be the same. The two 
schemes can be compared only if it is as- 
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sumed that the linear scheme will have the 
same terminal value as the DB scheme, 


that is, 


or when g=2, 


o= 
n 


(The annual DB rate is a multiple g/n of 
the linear rate 1/n; the maximum value al- 
lowed by the Code for g is 2.) In the DB 
scheme illustrated above this terminal val- 
ue is $2,333. If this assumption is made, 
the saving by the DB method can be for- 
mulated thus: 


saving =/(1—T)T 


+1 —g\" 

\ 2 g n 

When g=2 (the maximum), J=.05, and 

T=,52, 


saving 
2n—1 n—2\" 
= ,.01248 <n— 1— . 
2 n 


When w=5 and the cost of the asset is 
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“Oh boy, this for me!” without figuring 
out the net ultimate saving. Actually the 
saving is too small to bother with except 
for very large acquisitions. 

The Code non-linear schemes, being 
based on the nuinber of whole years— 
integers, in short—makes no provision for 
assets acquired during the year and placed 
in use for only a fraction of a year. Con- 
ceivably—though Code definitions would 
appear not to sanction it—the life of the 
asset might be expressed in half-years, 
quarter-years, or even months. This, how- 
ever, would result in significant departures 
from depreciation based on the number of 
whole years. Nor do the Code schemes al- 
low for an estimated life corresponding to 
(for example) a linear rate of 6%, for that 
would represent a life of 16-2/3 years. 
Proposed regulations amplifying and in- 
terpreting the Code provide for apportion- 
ment of the depreciation computed under 
the Code methods between two taxable 
years. Thus, if an asset were to be placed 
in use for the last four months of the tax- 
able year, the depreciation for that year 
and subsequent years would be computed 
thus under the SD method (using the ex- 
ample of the $30,000 asset with a 5 year 
life given above): 


Deprecia- Taxable Year 
tion Depreciation 
Year 1 2 3 4 5 6 
1 $10,000 $3,333 $6,667 
2 8,000 2,667 $5,333 
3 6,000 2,000 $4,000 
4 1333 $2,667 
5 2,000 667 $1,333 
Total $3 ,333 $9 , 334 $7 ,333 $5,333 $3 ,334 $1,333 
$30,000, Thus a clumsy adjustment is super- 
saving = .01248X .84992 $30, 000 imposed on a clumsy scheme. 


. 0106070016 X $30, 000 
= $318.21 


When the taxpayer sees the accelerated 
depreciation for the first year he thinks, 


222—Limiting Curves of the DB and SD 
Methods 


In order to generalize the DB and sD 
schemes of the Code and to permit limits 
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to be computed, the conventions shown 
graphically in Figure 14 and described in 
subsection 131 have been adopted. Both 
the whole value and the whole life of the 
asset are expressed by unity (1.0). The 
residual value and the elapsed time at any 
point are expressed respectively as fractions 
of the whole value and the whole life. This 
permits comparisons to be made between 
individual cases even though the dollar 
amounts and the number of years in the 
useful lives are not the same. In the fol- 
lowing, the DB case considered is that in 
which the rate is the maximum of —2, or 
twice the linear rate of —1. 

In Figure 21 the DB scheme having the 
maximum initial slope of —2 is shown for 
lives of 3, 4, 5, and 10 years and in Figure 
22 the SD scheme is shown for lives of 3, 5, 
and 10 years. As the number of years in 
the life of the asset increases, it is evident 
that the segmented schemes approach 
limiting curves (represented by the broken 
lines). The DB segmented suhemes ap- 
proach their limiting curve from below 
and the SD segmented lines approach from 
above. The charts are too small in scale to 
show many examples of the segmented 
schemes but the fact that they do ap- 
proach limiting curves is readily demon- 
strable mathematically. How much easier 


(0,1 
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and how much more scientific it would be 
to employ the simpler of these limiting 
curves as the base for a depreciation 
scheme instead of the clumsy hodge-podge 
of segmented lines. The curve would be 
self-consistent for any length of life and 
the residual values for any fractional part 
of a year could be easily computed. 

The limiting curves shown in Figures 21 
and 22 are generalized representations of 
the crude and primitive DB and SD seg- 
mented schemes of non-linear deprecia- 
tion. It will be well to review these gen- 
eralized methods—not because they have 
any standing under the Code—but in 
order to show the possibilities of logical 
and self-consistent depreciation methods. 
The equations for the two limiting curves 
are: 


DB y=(.1353353)* 
SD 


The DB limiting curve is not repre- 
sented by an algebraic function but by a 
transcendental one. It is an exponential 
function with an initial slope of —2 and is 
difficult to compute. In fact a table of 
logarithms is necessary for any aliquant or 
non-aliquot part of the life. Such a curve 
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is unnecessarily complex for a depreciation 
scheme and should be ruled out of con- 
sideration. Far more satisfactory schemes 
may be obtained by curves that are much 
simpler to compute than is a curve of the 
exponential type. 

The SD limiting curve is a simple alge- 
braic function (a quadratic) and is ex- 
tremely easy to compute. 

The properties of both these segmented 
schemes and their limiting curves are out- 
lined in Exhibits A and B. 


223—Limitation on “Other”? Methods 


The Revenue Code of 1954 specifically 
provides for the DB and SD segmented 
methods, that is, the computations are 
based on the number of years in the life of 
an asset. As a result, each of the two 
methods has a different depreciation 
scheme for each length of life. The Code 
also permits any other consistent method 
provided (a) that the initial slope is not 
greater than twice the linear slope and (b) 
that the residual value when two-thirds of 
the useful life of the asset has elapsed shall 
not be less than that under the DB 
method. In expressing this limitation the 
Code shifts from the number-of-years basis 
to the fraction-of-the-life basis used here- 
in. In the segmented methods provided for 
by the Code both the whole life and the 
elapsed time are expressed as integers, and 
two-thirds of (for example) an 8-year or a 
10-year life cannot be expressed by in- 
tegers. In order to find the depreciation to, 
or the residual value at, the two-thirds 
point it is necessary to interpolate. 

Now the DB and SD limiting curves— 
representing generalizations of the seg- 
mented methods—undoubtedly come un- 
der the heading of “other consistent 
methods.” The DB curve satisfies the 


two-thirds point requirement for its resid- 
ual value is higher (and the depreciation 
deductions less) at that point than is that 
of any of the segmented methods based on 
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the number-of-years. That, however, jg 
not the case with the SD limitiag curve, 
The following is a comparison of the resid. 
ual values at the two-thirds point for the 
two methods: 


No. of Residual Values 
Years DB SD 
Segmented schemes: 
3 .167 
4 .158 
5 . 182 
6 .198 .143 
7 .208 .139 
8 .216 136 
9 .133 
10 .226 
15 .239 
20 245 .122 
50 .256 115 
Limiting curve .264 111 


The computations for the segmented 
schemes were made from the equations: 


n—2 2n/3 


n-+3 
9(n+1) 


SD y 


Strictly speaking, these are correct only 
when the number of years (7) is a multiple 
of 3. The other values should be obtained 
by interpolation between the two integer 
values immediately above and below the 
two-thirds point. This, however, would 
be a laborious process and the results 
would not vary greatly from the formu- 
lated values given above. 

When 1 is greater than 3, the residual 
values at the two-thirds point are less un- 
der the SD method than are those under 
the DB method. Yet the SD method is 
specifically provided for in the Code. Even 
though, as m increases, the residual values 
of the segmented SD scheme approach the 
limiting curve closer and closer, the curve 
itself would probably be excluded as an 
“other method” not satisfying the two- 
thirds point requirement. This is highly 
illogical as the limiting curve is merely @ 
generalization of the segmented SD method. 
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EXHIBIT A—COMP 


Segmented Scheme of Code 

Let #=the number of years in the life of 
the asset and m=the number of years 
elapsed, and y the residual value at any 
point of time. 

The annual linear rate is then 1/n. The 
annual DB rate is a multiple (g) of the 
linear rate, or g/n. 


Then 
m nN — m 
nN 


If g=2, the maximum allowed by the 


ENDIUM OF DB DATA 
Example: »=10, m=7 


10—2\7 
y=(——*) = .87=.2097152 
10 


Figure 21 shows the Code schemes for 3, 
4,5, and 10 years with the DB rates equal 
to twice the corresponding linear rates. 
The limiting curve for these segmented 
schemes is shown by the broken line. 

The following is a table of residual 
values (y) for various lives (w) when the 
DB rate is twice the corresponding linear 


Code, rates: 
=)" 
y => 
n 
y, when n= 
m 3 4 5 6 7 8 9 10 
1 .5000 .6000 .6667 . 7143 . 7500 .7778 .8000 
2 .3600 5102 .5625 .6049 .6400 
3 .0370 .1250 .2160 . 2963 .3644 .4219 .4705 .5120 
4 .0625 .1296 1975 2603 3164 3660 .4096 
5 .0778 1317 1859 2373 2846 3277 
6 0878 . 1328 . 1780 .2214 .2621 
7 .0949 .1722 .2097 
8 .1001 . 1339 . 1678 
9 1042 1342 
10 .1074 
When m=0, y=1.0000 
Limiting Curve of Segmented Scheme and 
The limiting curve of the DB segmented k= 1353353 


scheme is an exponential curve of the 
form 


The equations for the limiting curve of 
DB segmented schemes having a rate 


y=k= (in depreciation equations equal to twice the linear rate and for its 


k<1) 
z= (2.302585093 log k)k 
a=2.302585093 log k (when x=0, 
k= =1) 


slope are: 
y = (.1353353)? 


z= —2(.1353353)* 


log k= 4342944819 a (The “log” here The following are ordinates and abscissas of 


means common logarithms to the 
base 10). 
When a= —2 (twice the linear rate) 
log k= —2X.4342944819 = — 8685889638 
= 9.1314110362—10 


this curve: 
x 4 x ¥ 
0 1.00000 .6 .30119 
1 .81873 7 . 24660 
2 .67032 8 .20190 
3 . 54881 9 16530 
4 .44933 1.0 -13534 
5 36788 


Modification of Limiting Curve 


the exponential type are set forth in de- 


Methods of modifying limiting curves of _ tail in Part IV. 
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Segmented Scheme of Code 


The equation for the residual values y 
under the SD segmented scheme when 
m=the number of years in the life of the 
asset and m=the number of years elapsed 
is 


(n—m)(n—m-+1) 
n(n+1) 


If r is taken to represent the number of 
remaining years in the life, the equation 
can be written 


y 


EXHIBIT B—COMPENDIUM OF SD DATA 


The sum of the series represented by the 
scheme is 


n(n+1 
Example: 
n=10, m=7 
3X4 12 
y= =—= .10909 
10X11 110 


Figure 22 shows the Code schemes for 
3, 5, and 10 years and the limiting curve 
(broken line). 


“i rr+)) The following is a table of residual 
 n(n+1) values (y) for various lives (): 
y, when n= 
m 3 4 5 6 7 8 9 10 
1 . 5000 .6000 -6667 .7143 7500 .7778 .8000 .8182 
2 1667 .3000 .4000 .4762 .5357 .5833 .6222 6945 
3 0000 . 1000 .2000 .2857 .3571 .4167 .4667 5091 
4 .0000 .0667 . 1429 .2143 .2778 .3333 3818 
5 .0000 .0476 .1071 . 1667 .2222 2727 
6 .0000 .0357 .0833 1333 1818 
7 .0000 .0278 .0667 
8 -0000 .0222 0545 
9 .0000 0182 
10 


When m=0, y=1.0000 


Limiting Curve of Segmented Scheme 


The limiting curve of the SD segmented 
scheme is a quadratic curve having an 
initial slope of —2 and a terminal slope of 
0. It passes through the point (1, 0) 

The equations for the curve and its 
slope are: 


The following are ordinates and abscissas 
of the curve: 


x y x y 

0 1.00 6 .16 
81 
8 .04 
9 .01 
4 -36 1.0 .00 
a 


Modification of Limiting Curve 


All algebraic modifications of this quad- 


ratic curve result in internal modifications 
and are described in detail in Part III. 
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230—rRESUME 


There are, then, only two basic types 
of depreciation schemes, the rectilinear 
and the curvilinear. The two segmented 
schemes used by accountants and em- 
bodied in the Revenue Act of 1954 are 
only clumsy and bungling approximations 
to curvilinear depreciation. They have 
nothing whatever to commend them ex- 
cept the fact that they require no knowl- 
edge of mathematics beyond eighth grade 
arithmetic. But accountants have never 
been able to control even these crude and 
primitive makeshifts. 

Control simply means that the curve 
must satisfy the stated requirements of a 
given problem. Control is not complete 
unless the curve can be made to satisfy at 
least these three conditions: 

I—It must pass through a preselected terminal 
point (the ‘‘scrap” value). 

II—It must start with a preselected initial slope. 

(Or to state it more generally, it must have a 


preselected slope at a preselected point.) 
III—It must have a negative slope throughout. 


Other conditions might be added but the 
foregoing are the basic conditions for con- 
trol of the curve. The satisfaction of Con- 
dition II might not be required in all 
cases but it must be possible if desired. An 
uncontrolled curve is a meaningless ab- 
surdity. 

Accountants have never succeeded in 
concocting a depreciation scheme that 
would meet even Condition I. Until fairly 
recently the only non-linear scheme known 
to them was the DB method and they 
were utterly unable to control it. They 
did not know how to make it pass through 
zero or any other preselected terminal 
value. More recently the SD scheme has 
been used. This (by crackey!) does pass 
through the point (1, 0)—and that fact is 
the sole reason for its use—but it doesn’t 
go anywhere else, nor have accountants 
been able to make it go elsewhere. Con- 
dition IT can be met by the DB scheme but 
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not by the SD scheme. Condition III 
need not be considered in connection with 
segmented schemes for by construction 
these have negative slopes and do not 
change to positive slopes; it must be 
watched, however, in connection with 
curvilinear schemes. 

As shown herein, both the DB and SD 
segmented schemes have curves as limits. 
The former is an exponential curve and 
the latter a quadratic curve. These curves 
are generalized forms of the clumsy seg- 
mented schemes and if accountants knew 
how to control them they would be infi- 
nitely superior to the corresponding seg- 
mented schemes. Now it so happens that 
although these curves may be modified to 
fit almost any set of data, they are not 
both equally acceptable for depreciation 
purposes. 

Any modification, to be practical, must 
be algebraic, that is, by the operations of 
addition, subtraction, multiplication, di- 
vision, involution, and evolution. Now the 
quadratic is an algebraic curve and any 
algebraic modification merges with the 
“unmodified” curve and the result is 
another algebraic curve. In short, the 
modification is internal. The exponential 
curve, however, is represented by a 
non-algebraic or transcendental equation. 
When modified algebraically the two parts 
remain distinct even though the modified 
curve is expressed by a single equation. 
Consequently, control of the quadratic 
curve is easily effected by simple inter- 
nal modification whereas the exponential 
curve must be controlled by elaborate ex- 
ternal modification through the means of 
auxiliary curves. The quadratic, then, is 
easy to compute and easy to control and 
within its limits is almost ideal for account- 
ing purposes. On the other hand, the ex- 
ponential curve is relatively difficult to 
compute and its control involves com- 
plexities that render it almost useless for 
depreciation schemes. It should therefore 
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be disregarded by accountants. 

Part III treats of polynomial functions, 
principally those of the second degree, the 
quadratic. By the methods outlined there- 
in a simple curve that will fit almost any 
depreciation data closely may be obtained 
merely by substituting values in a for- 
mula. The quadratic (and higher degree 
polynomials) could supersede segmented 
schemes now in use to the great advantage 
of accountants. 

Part IV treats of the exponential curve. 
This part has no real utility but is added 
as a sort of appendix because of the long 
and unsuccessful attempts of accountants 
to apply the exponential curve to de- 
preciation problems. Accountants have 
never realized the disabilities of this type 
of curve because they have never faced 
and solved them. Part IV contains the 
first exposition in accounting of the meth- 
ods necessary to control an exponential 
curve if it is to satisfy Conditions I, II, and 
III. Although the curve should be rejected 
for accounting purposes, it will not be so 
disqualified until its complexities are set 
forth for all to see, and to set these forth 
is the primary purpose of Part IV. A sec- 
ondary purpose is to illustrate methods of 
modifying difficult and refractory curves. 

It is true that the exponential curve is 
the classic “decay” curve. It is used in sci- 
ence to compute the loss of heat of a body, 
the rate at which a solid is dissolved in an 
acid, the change of air pressure with alti- 
tude, and so on. Its applications, however, 
are to precise and exactly measurable 
physical phenomena. There is only a 
feeble analogy between such phenomena 
and the decline in value of an asset, which 
can be measured only subjectively and not 
instrumentally. The exponential curve 


was not selected by accountants through 
any process of ratiocination but simply 
because they stumbled on it and there is 
no reason to continue its use when simpler 
curves are available. Many things in an 
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adverse environment do decline in a map. 
ner roughly parallel to the exponential 
curve—deaths per 100,000 from pneu- 
monia over the past century, the number 
of bison in North America, and so op, 
But the actual decline never follows q 
theoretical curve indefinitely in a limited 
environment or in one not governed by 
physical laws. Accordingly, no valid argu- 
ment for the use of the exponential curve 
for depreciation purposes can be based on 
purely mathematical considerations. Any 
curve that follows experience fairly closely 
is acceptable and a simple curve is prefer- 
able to a complex one. The quadratic curve 
is simple, the exponential curve is relative- 
ly complex. 


PART III—THE POLY- 
NOMIAL CURVE 


310—QUADRATIC FUNCTIONS 
311—Description 


The quadratic is a polynomial function 
of the second degree (see sub-section 134and 
the following sub-section 321). The general 
equation of a second degree curve of this 
type in the form suitable for depreciation 
purposes (i.e., with the constant term 
unity) and the equation for the slope 
thereof are: 


y=1+ax+bx’? 
z=a+2bx 


The quadratic is easy to compute and to 
differentiate (in order to obtain the slope). 
It is a reasonably flexible curve and is suit- 
able for almost any depreciation problem 
likely to be encountered in practice. Any 
set of circumstances beyond its limits can 
be handled by polynomials of higher than 
the second degree. 

The quadratic is so adaptable that for 
all practical purposes it can be made to 
duplicate any complex curve. There is not 
the slightest reason, therefore, for em- 
ploying any transcendental (non-alge- 
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braic) functions, such as the exponential 
curve, for depreciation computations. It is 
the easiest of all curves to compute or to 
fit to data. 

As hereinbefore shown the limiting curve 
of the SD segmented scheme is the quad- 
ratic equation. 

y=1—2x+27 = (1 — x)? 


This curve is so easy to compute—in most 
instances the computations can be made 
mentally—and the SD scheme approaches 
it so rapidly and closely that it is asinine 
to think of using the segmented scheme 
further. To sum up, the quadratic is the 
generalized form of the SD segmented 
scheme and it can duplicate (for all prac- 
tical purposes) the complex DB segmented 
scheme and its limiting exponential curve. 
The quadratic therefore can take the place 
of both the segmented schemes. 

Again it should be emphasized that the 
quadratic by itself has no relation to de- 
preciation. It is merely a very simple and 


flexible type of curve that can readily be 
made to approximate a set of factual data. 
The data give validity to the curve, not 
the other way around. 

It is necessary to know the limits and 
internal mechanism of the quadratic curve 
before attempting to apply it. 
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312—Limits 


The initial slope of the quadratic curve 
cannot exceed —2 when there is no scrap 
value, for the terminal slope is then zero. 
If the initial slope were greater, the curve 
would drop below its terminal value and 
then rise up to it. This is illustrated by the 
following curves having an initial slope of 
—3, one without a “scrap” value and one 
with a “scrap” value of .15. The equations 
for the two curves are 


The charts of the two curves are shown 
in Figure 31. Such curves, of course, are 
meaningless for depreciation purposes as 
no asset declines to a negative value (or to 
a value less than the scrap value) and then 
rises to zero value (or the scrap value) at 
the end of its life. These curves satisfy 
Conditions I and II for control but not 
Condition ITT. 

The limits of both the initial slope (a) 
and the terminal slope () are therefore: 


v=0 v>0 


—2(1—v) to —(1—») 
0 to —(1—») 
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These limits are shown graphically in 
Figure 32 (/=the linear slope). The curves 
shown in Figure 32 are limiting curves, 
for they have terminal slopes of 0 and 
therefore the greatest possible initial 
slopes. The slopes are those of the straight 
lines tangent to the curves at their initial 
and terminal points. An infinite number of 
curves passing through the points (0, 1) 
and (1, 0) or (1, v) may be constructed be- 
tween these limiting curves and the 
straight line (see Figure 33). When a and 
¢t are —1 or —(1-»), the curve coincides 
with the straight line. When a is between 
—(1—v) and 0, or ¢ is between —(1—v) 
and —2(1—v), a concave-downward curve 
results. 

The equations for the limiting curves 
with and without scrap values are 
=9+(1—2) (1—x)? 

When v=0 the first equation reduces to the 
second. 

As stated above, the limiting curve y 
=(1—-)?* is also the limiting curve for the 


SD scheme of the Code, as shown in sub- 
section 222. 


313—Selection of Curves 


Either the initial slope or the terminal 
slope may be selected between the limits 


given in sub-section 312 but not both. In 
a second degree equation the initial slope 
is a function of the terminal slope, and vice 
versa. The selection of one fixes the other, 
for they are related thus: 


With scrap value a+t=—2(1—») 
Without scrap value a+/=—2 


Both slopes, therefore, cannot be selected 
any more than one can demand that a rec- 
tangular rug with an area of 100 square 
feet be 12 feet long and 8 feet wide. If the 
rug is to have an area of exactly 100 
square feet one or the other of these dimen- 
sions may be selected but not both. In 
higher degree functions of this type both 
the initial and terminal slopes may be se- 
lected (within limits) and this flexibility is 
one of the reasons for employing such 
functions. 

In equations of this type the initial 
slope a is also the coefficient of the +-term 
of the equation. The symbol a therefore is 
used herein for both. As stated above, the 
general form of the quadratic and its slope 
are: 

y=1+ax+5b2? 
z=a+2bx 


By selecting the coefficients a and 6, any 
desired curve can be constructed between 
the limiting curve and the straight line 


duce 
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passing through the points (0, 1) and (1, 0) 
or (1, 2). The coefficients a and b are re- 
lated thus: 
With scrap value a+b=—(1—»). 
Without scrap value o+5= —1. 


If the initial slope a@ is selected, the fol- 
lowing equations may be used for the 
curve and its slope: 


(1) y=1-+ax—[a+(1—») 
s=a—2[a+(1—») |x 
If »=0, these equations reduce to the fol- 
lowing: 
(2) 
s=a—2(a+1)x 
While it is unlikely that the terminal slope 


t would be selected in preference to a, the 
corresponding equations are: 


(1) y= 1—[t+2(1—0) ]a+ [#-+(1—») Ja? 
s= ]x 
and (when v=0) 
(2) y=1—(t+2)a+(t+1)2? 
g= 
When a= —2(1—v) or ¢=0 equations (1) 
reduce to the limiting curve with a scrap 
value: 
z= —2(1—v)(1—2) 
And when a= —2 or t=0 equations (2) re- 


duce to the limiting curve without a scrap 
value: 


y= 
z= —2+2x*=—2(1—2) 


In substituting values in the above 
equations careful regard must be given to 
plus and minus signs. In depreciation 
problems all slopes (other than 0) are nega- 
tive. The equations are not as complex as 
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they might seem to appear above. Once 
the scrap value v and the slope, either @ or 
t, are selected, the coefficients become 
single numbers. This is shown in the fol- 
lowing sub-section. 

Sometimes it is convenient to consider 
the initial slope with respect to the depreci- 
able portion of the asset instead of to the 
whole value; such a slope may be desig- 
nated as a;. Then, a=a,(1—v). Thus if a 
slope of —2 is applied to the depreciable 
portion of an asset having a scrap value of 
12%, a= —2(1—.12) = —1.76. When v=0 
of course 4). 


314—A pplications 


To illustrate the application of the equa- 
tions in sub-section 313, let us obtain 
curves with and without scrap values (as- 
sume v=.1) that have the following values 
for the initial slope a: 


v=0 v=.1 

—1.8 —1.8(1—v) = — 1.62 
~1.6 —1,6(1—0) = —1,44 
—1.4 —1.4(1—») = —1.26 
—1.2 —1,2(1—») = —1.08 


The equations for the curves without 
scrap values are then: 


y=1—1.8x+.8x? = (1—«x)(1—.8x) 
= (1—x)(1—.62) 


and those for the curves having scrap 
values are: 


y= 1—1.622+.722? =.1+.9(1—x)(1—.8x) 
y=1—1.08x-+.182? =.1+.9(1—x)(1—.2x) 
The equations are given in their factored 


form as they are often more easily com- 
puted in that form. 
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The curves represented by the fore- 
going equations and the respective limiting 
curves are shown in Figure 33. Thus it is 
evident that whole ‘families’ of curves ly- 
ing between the limiting curve and the 
straight line can be constructed for any 
selected scrap value. This gives an infinite 
selection of depreciation schemes for any 
given set of conditions. The quadratic 
function therefore is able to handle al- 
most any problem likely to arise in prac- 
tice. 

It might be thought that since the initial 
slope of a curve having a scrap value is 
less than the maximum of —2 permitted 
by the Code, or that of the limiting curve 
without scrap value, the use of the quad- 
ratic function would be disadvantageous 
to the taxpayer. This, however, is a mat- 
ter of appearance or rather a matter of the 
base of reference. This limitation exists, 
it is true, with respect to the whole value of 
the asset but not with respect to the de- 


Direct 


preciable portion thereof. The maximum 
initial slope with respect to the depreci- 
able part of the asset can still be the full 
—2. Asa matter of fact, the Code does not 
allow a —2 slope where there is a scrap 
value. It allows an initial rate of twice the 
linear rate. Where there is a scrap value 
the linear rate is —(1—v) and twice this 
is —2(1—»), or exactly the initial slope of 
the limiting curve where there is a scrap 
value. 

To illustrate, the equation for the limit- 
ing curve of an asset having a scrap value 
of 15 is y=1—1.70x+.85x?. Here the 
initial slope with reference to the whole 
value is only —1.70. However, the limiting 
curve y=1—2x+-2? with an initial slope of 
—2 could be applied to the .85 depreciable 
portion of the whole value and the .15 
scrap value added to the product to obtain 
the residual value of the asset, as shown 
below: 


y=1—1.70x+ .85x2 
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Thus the two methods are the same and 
the maximum initial slope of —2 does 
apply to the .85 depreciable portion of the 
asset. In fact the equation may be written 
to show this identity, thus: 


= 


315—Comparison with Exponential Curve 


The difference between an exponential 
curve and a quadratic curve having the 
same scrap value is negligible for deprecia- 
tio purposes. This is evident when the 
limiting exponential curve for the DB 
method is compared with a quadratic 
curve having the same scrap value of .135. 
Now, a second degree parabola (quad- 
ratic), like a circle, can be passed through 
any three points in a plane (not in a 
straight line) and to make the fit close the 
quadratic curve will be passed through 
the initial point (0, 1), and the mid-point 
(.5, 368), and the terminal point (1, .135) 
of the DB limiting curve. The equation 
for this quadratic curve is y=1—1.663x 
+.798x? and the ordinates of the two 
curves are compared below: 


Exponential Quadratic Exponential Quadratic 

2 Curve Curve x Curve Curve 
0 1.000 1.000 6 .301 .289 
819 842 .247 .227 
2 .670 .699 8 .202 .180 
3 .549 .573 9 .165 .150 
4 .449 -462 .135 
368 .368 


The two curves are shown in Figure 34. 

From a depreciation standpoint there is 
no choice between the two curves. And if 
there is no choice there is no reason for 
employing the complex exponential curve 
where the simpler and more flexible quad- 
ratic curve may be used. In fact, it may be 
said that for all practical purposes any ex- 
ponential curve can be duplicated by a 
quadratic curve. 

The equation for a quadratic curve that 
will pass through the initial (0, 1), mid 
(5, p), and terminal (1, v) points of an ex- 
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ponential curve is 


y=1—[4(1— —(1—-») |x 
+ [4(1—p)—2(1—») ]a? 


This equation is not directly related to ex- 
ponential curves in general but merely 
uses the midpoint and terminal ordinates 
of some particular exponential curve that 
has already been computed. The value of 
p must lie between the ordinates of the 
straight line and the limiting curve (see 
Figure 36). When x=.5 these values are: 


5(1+») 
Limiting curve .25(1+-3») 


Straight line 


When v=0, p must lie between .25 and 
.50. When v= .135 as in the example given 
above, p must lie between .35125 and 
.56750. The value for p of .368 satisfies 
this requirement. Without exploring the 
matter mathematically, it appears likely 
that the midpoint of any exponential 
curve whose initial slope is not greater 
than —2 will fall within the limits as de- 
fined above. 

The equation given above can also be 
used when it is desired to select a midpoint 
for the curve in addition to selecting the 
terminal or scrap value. The value selected 
for the midpoint must, of course, fall be- 
tween the limiting values given above. 
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The values for the coefficients a and b of 
the general form of the equation y=1+ ax 
+ bx* are as follows for a curve that passes 
through any intermediate point (g, p) in 
addition to the initial and terminal points 
(0, 1) and (1, »): 


q(1—q) 
1—~)—g(1— 

p) 
q(1—q) 


The equation y=1—1.663«%+.798x? could 
have been derived from these formulas by 
using the values g=.5, p=.368, and v 
== 135. 

The Code sets an artificial limitation on 
“other consistent methods” by requiring 
that (in effect) the residual value when 
two-thirds of the life has elapsed must not 
be less than that of the DB scheme at the 
same point. If the DB limiting curve y 
= (.1353353)* were used as the criterion, 
the residual value at the two-thirds point 
would be .264. Let us pass a quadratic 
curve through the initial point (0, 1), the 
two-thirds point (2/3, .264), and the termi- 
nal point (1, .135). Here g=2/3, p=.264, 
and v=.135. Substituting in the formulas 
for a and 6 given above, the equation is 
found to be: 


y= 1—1.582x+.717x? 


This quadratic curve is compared with the 
exponential curve in the following sum- 
mary and in Figure 35: 


Exponential 
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This would satisfy the conditions of the 
Code, though the quadratic curve passing 
through the midpoint is a better all 
around approximation to the DB limiting 
curve. 

In using the formulas for a and }, p must 
fall between the following upper and lower 
limits: 

Upper 
Lower 


For g=2/3 and v=.135, these limits are 
pi= .4233 and p= .2311. The value of .264 
for p in the above example falls between 
these limits and is acceptable. 

The relation of these limits to p and q is 
shown graphically in Figure 36. 
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The limits merely mean that to have a 
-urve useful for depreciation purposes, the 
value of for any given value of q must lie 


Degree Equation y= 
0 1 
1 
2 1+ax+bx* 
3 
4 
5 


between the straight line and the limiting 
curve for the scrap value selected. Or, to 
put it another way, the point through 
which the curve is to be passed must lie 
in the “possible” area bounded by the 
straight line and the limiting curve. 
Mathematically there is no limitation on 
the location of the point (g, ») but unless 
itis located as stated the resultant curve is 
useless for a depreciation scheme. 


316—Summary 


As shown in the foregoing, the quadratic 
curve can be made to do three things, 
namely : 


A. Pass through the initial point (0, 1). 
B. Pass through any preselected terminal point (1, 2). 
C. Either (but not both): 

i. Pass through any intermediate point lying in 
the area between the limiting curve and the 
straight line connecting the initial and termi- 
nal points, or 

2. Have within certain stated limits either (but 
not both): 

a. A preselected initial slope, or 

b. A preselected terminal slope. 
The last alternative (C2) could be broad- 
ened to read “Have a preselected slope at 
a preselected point,” for the initial and 
terminal slopes are only special cases under 


the general statement. 


320—POLYNOMIAL FUNCTIONS OF 
HIGHER DEGREE 


321—Characteristics 
Polynomial functions of higher than the 


second degree may be formed simply by 
adding terms of higher degree. The char- 
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acteristics of such curves are set forth be- 
low (O=none, C=constant, and A=ac- 
celerating) : 


Rate of 
Change of Rate of : 
Slope Acceleration — 

O 

O 

A Cc O 

A A Cc 

A A A 


In the above, A stands also for negative 
acceleration or deceleration. 

The higher the degree of the function 
the more flexible it is and the more it can 
be made to do. These equations cannot be 
treated at length here but their capabilities 
may be likened to the control of an auto- 
mobile under the following conditions 


First degree 


The driver holds the steering wheel at 
the zero point. The car then proceeds in a 
straight line. 


Second degree 


The driver turns the steering wheel to a 
selected point and holds it there. The car 
then travels in a circular path (a circle is 
represented by a second degree equation). 


Third degree 


The driver turns the steering wheel at a 
constant rate. The car travels in a more 
complex path. 


Fourth degree 


The driver turns the steering wheel at a 
constantly accelerating rate. The path of 
the car becomes still more complex. 


Fifth degree 


The driver turns the steering wheel at an 
increasingly accelerating rate. He now has 
practically unrestricted control of the 
steering wheel and the path of the car is al- 
most anything he cares to make it. 


| 
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It would be rather silly to use the higher 
degree equations widely for depreciation 
computations, for at best depreciation is 
only a rough estimate. A quadratic or 
second degree function will handle the 
vast majority of depreciation problems en- 
countered in practice. However, it is 
limited by the fact that the maximum 
initial slope (or beginning depreciation 
rate) is —2. 
322—Limiting Curves 

Should initial slopes greater than —2 be 
required, equations of higher degree must 
be employed. For cases in which »=0, the 
limiting curves are powers of the straight 
line y=1—-x. Thus: 


Degree Limiting Curve and Slope 
2 y=(1—x)? 
s=—2(1—z) 
3 y= (1—x)* 
z= —3(1—x)? 
4 y=(1—zx)* 
z= —4(1—x)* 


The initial slope of the limiting curve is 
the maximum initial slope for a deprecia- 
tion curve, as the terminal slope of the 
curve is then zero. From the equations for 
the slopes (z) given above it is seen that 
the initial slopes (occurring when x=0) 
are —2, —3, and —4. The terminal slope 
of each curve (occurring when x=1) is 
zero. Thus it is evident that a third degree 
equation will allow a maximum initial 
slope of —3, a fourth degree equation a 
maximum initial slope of —4, and so on. 

The analogous equations where there 
are scrap values (v) are as follows: 


Degree Limiting Curve and Slope 
2 y=v+(1—v)(1—x)? 
z= —2(1—v)(1—2) 
3 y=o+(1—v)(1—x)8 
3 = —3(1—v)(1—x)? 
y=0-+(1—v)(1—x)4 


z= —4(1—v)(1—x) 


These equations of the third and fourth 
degree are at once much more complex and 
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much more flexible than the quadratic 
(second degree) equation. Both the initia] 
and the terminal slope may be selected 
(within limits) which is not the case with 
the quadratic (see sub-section 312). Anda 
greater variety of graduation is possible 
between the points (0, 1) and (1, »). Space, 
however, does not permit a detailed de. 
scription of the properties of these higher 
degree curves. 

The limiting curves and their initial 
slopes for equations of the second, third, 
fourth, and tenth degree are shown in Fig. 
ure 37. 
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The reason steeper initial slopes may 
be used with equations of higher degree is 
that the acceleration in the change of the 
slope permits the curve to turn more 
sharply. The initial direction of the curve 
therefore can vary more widely from the 
direction of the terminal point than is the 
case with curves of lesser degree. 


323—Curve Fitting 


Polynomial functions are very easy to 
fit to data by means of the method of 
least squares (see any book on elemen- 
tary statistics). As an example, the data 
relative to the resale value of a certain 
automobile charted in Figure 11, sub-sec- 
tion 122, may be fitted with a curve. The 
resale values expressed as fractions of the 


origin 
End 0 
Year 

1 

2 

3 

4 
If t 

years 

linear 
quadr: 
-1.81 

value 
the fir 

lowed 

: the q 
fore, i 

third 

the 
equat 
The 
low: 
| End 
Ye 
1 
2 
3 
data, 
must 
selve: 


ratic 
Litial 
Cted 
With 
nda 
sible 
ace, 

de- 
gher 


itial 
uird, 
Fig- 


original cost are: 


End of Resale End of Resale 
Year Value Year Value 
1 .750 5 .265 
2 575 6 .185 
3 7 .125 
4 .365 8 .093 


If the life of the automobile is eight 
years and the terminal value is .093, the 
linear slope would be —.907. The limiting 
quadratic curve would then be: y=1 
—1.814x%+-.907x*. It will be noted that the 
value of the automobile declines 25% in 
the first year and this is steeper than is al- 
lowed by the maximum slope —1.814 of 
the quadratic limiting curve. This, there- 
fore, is a case in which an equation of the 
third degree will give a better fit, and by 
the method of least squares the following 
equation is obtained: 


y= 1—2.062x%+ 1.8222? — .6672'. 


The ordinates of this curve are given be- 
low: 


End of Resale End of Resale 
Year Value Year Value 
1 .769 5 .260 
2 .588 6 .197 
3 .448 7 .144 
4 341 8 .093 


These agree quite closely with the original 
data, as is evident from Figure 38. It 
must be remembered that the data them- 
selves do not lie on a curve and conse- 
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quently there will always be small differ- 
ences between the data and any curve 
fitted to them. The method of least 
squares reduces these differences to a min- 
imum. 


330—INVERSE POLYNOMIALS 


The quadratic and higher degree poly- 
nomial curves considered herein all have 
had vertical axes. It is, of course, perfect- 
ly possible to have analogous inverse 
curves with horizontal axes (or for that 
matter with inclined axes). But such 
curves lack the principal advantage of the 
vertical axis curves—ease of computation. 
The only reason for using them at all 
would be the fact that they might con- 
ceivably fit the data of a particular case 
better than would vertical axis curves. 
But the advantage would have to be very 
pronounced to justify the use of this sort 
of curve. 

To illustrate by a quadratic, the gen- 
eral form of the horizontal axis curve 
would be 

A+ By+Cy?=x. 


When ~x (elapsed time) is the independent 
variable it is necessary to solve a quadratic 
equation to obtain the values of y, thus 
—B+/B*—4C(A—2x) 
2C 

(The coefficients A, B, and C here do not 
correspond to a, 6, and c hereinbefore em- 
ployed. For example, A is not the initial 
slope of this curve.) Not only is the com- 
putation of the ordinates of this type of 
curve difficult, but the formulation of a 
curve to meet prescribed conditions is 
much more complex. For example, if S$ 
designates the initial slope of the curve, 
then 


(1—v)?—2(1—v) —2S 
S(i—»)? 


A= 


B=+ 
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Thus, if »=.1 and S=—1.8, the resulting 
equation will be 
1.9 2.9 1.0; 


1.62 
1.9—2.9y+y"=1.62z. 


or 


And the values of y are 


y=1.45+ 


The horizontal line y=1.45 is the axis of 
this curve. Only the lower branch of the 
curve (a parabola) is serviceable for the 
problem, so the equation may be written: 


y=1.45—.45,/14+ 8x 


The equation for the slope of this curve is 


and the initial slope (when x=0) com- 
puted from this equation is found to be 
—1.8. 

It is not too difficult to compute the 
ordinates of the curve with the aid of a 
slide rule; they are: 


x y x y 
0 1.00 6 37 
1 7 .29 
2 72 8 
3 .62 9 .16 
4 .53 1.0 
5 44 


The chart of the curve is shown in Figure 
39. 

The dotted line in Figure 39 represents 
the vertical axis curve y=1—1.8x+.9x? 
which has the same initial slope (—1.8) 
and the same terminal value (.1) as the 
horizontal axis curve. Despite these agree- 
ments the segments of the two curves are 
quite different in shape. This is because a 
parabola is most curved near its vertex 
and flattens as the distance therefrom in- 
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(0,2) 


\ y 21.45 


(1,0) 
Fic. 39 


creases. The vertex of the horizontal axis 
curve is near the initial point (0, 1) where- 
as the vertex of the vertical axis curve is 
at the terminal point (1, .1). One curve 
might fit one set of depreciation data very 
well and the other another set. 


340—NOTATION 


Throughout the foregoing the terms 
(1—x) and (1—v) have been used, as the 
variables of the problems are the elapsed 
time (x) and the terminal or scrap value 
(v). Ordinarily it is best to present formu- 
lations so that the basic variables may be 
substituted directly therein without any 
intermediate operations. 

However, the appearance of the formu- 
lations given herein may be simplified by 
the use of the following terms: 


u=(1—x)=the umelapsed time expressed as a frac- 
tion of the whole life. 

w=(1—2)=the wasting, or depreciable, portion of 
the asset value expressed as a fraction 
of the whole value. 


The equations for the limiting curves of 
the quadratic, with and without scrap 
values, and the corresponding slopes, may 
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be written thus: 


v=0 »>0 
lform y=1+ar+bx* 
s=a+2bx 2 =w(a+2bz) 
Limiting curves y= 
s=—2u s=—2wu 


The equations of the limiting curves are 
extremely simple in form. In the case 
where there is no scrap value, one need 
only square the unelapsed fraction of the 
life to obtain the depreciated value of the 
asset. For example, if .4 of the life re- 
mains, the depreciated value is .16 of the 
whole value of the asset. This is infinitely 
easier than the clumsy SD segmented 
method which has this quadratic curve for 
its limit. 


PART IV—THE EXPONEN- 
TIAL CURVE 


410—INTRODUCTION 


The exponential function has long been 
used by accountants as the basis for non- 
linear depreciation schemes. But account- 
ants lacked the mathematical knowledge 
necessary to control a curve and instead of 
one they came up with a clumsy segmented 
scheme ineptly termed the ‘‘declining bal- 
ance” (DB) method. 

Now almost any curve may be modified 
to fit a given set of depreciation data and 
the exponential curve y= k* is no exception. 
But it is a transcendental or non-algebraic 
curve and cannot be modified internally 
for depreciation purposes by algebraic 
operations. It must therefore be modified 
by means of an auxiliary curve. This aux- 
iiary curve may be either rectilinear 
(straight line) or curvilinear, and the 
method of modification may be either ad- 
ditive or multiplicative. 

The general equations for the linearly 
modified curves and their slopes are given 
as follows: 
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Additive Modification 
y=kh?—(k—v)x 
z= (2.302585093 log k)k*—(k—v) 
Multiplicative Modification 


4-3} 


These equations are not quite as formid- 
able as they appear, for they simplify 
themselves when numerical values are sub- 
stituted for k and »v. 

The mathematics involved in such modi- 
fications is not particularly difficult—it is 
covered in the first semester of the first 
year of most college courses—but it is 
complex out of all proportion to the results 
obtained. Equally usable results can be 
obtained with far simpler functions, the 
quadratic for a striking example. And 
when an equation has been obtained that 
does satisfy the conditions of a particular 
preblem there is still the task of comput- 
ing the ordinates of the curve. This re- 
quires a table of logarithms and a consider- 
able amount of arithmetical computation. 
The result simply isn’t worth the effort ex- 
pended to obtain it. 

Consequently a full exposition of the 
modification of exponential curves would 
be waste of good paper. But because of the 
fascination of this curve for accountants— 
who never have been able to control it in 
the slightest degree—a brief outline is sub- 
mitted here. 


420—LINEAR MODIFICATION—PARTIAL 


The first condition for control of a 
curve is that it be made to pass through a 
preselected terminal or scrap value. The 
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unmodified exponential curve does not 
pass through the point (1, 0) and this has 
bothered accountants considerably. Be- 
fore presenting the methods necessary for 
full control of the exponential curve, 
simple means of passing the curve through 
any preselected terminal point (1, v) will 
be shown, including of course the point 
(1, 0). 

421—Additive Modification 

Additive modification of the exponential 
curve by means of a straight line is ac- 
complished by adding to (or subtracting 
from) the ordinates of the curve the cor- 
responding ordinates of a straight line 
passing through the point (0, 0). In the ac- 
companying charts the “unmodified” or 
base exponential curve is indicated by A, 
the modifying line by B, and the modified 
resultant curve by C. 

The method may be illustrated by modi- 
fying the limiting curve of the DB scheme, 
y=(.1353353)*. The terminal or scrap 
value of this exponential curve is, of 
course, .1353353, which is both k and v. If 
it were desired to modify the curve so that 
it would pass through the terminal values 
0, .10, and .20, the following equations 
may be obtained by substituting these 
values for v and .1353353 for k in the gen- 
eral equation given above: 


(1) y=(.1353343)*—(.1353353—0)x 


= (.1353353)*— .1353353« 
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(2) y=(.1353353)* — (.1353353—.10)z 
= (.1353353)?— .0353353x 


(3) 


y = (.1353353)*— (.1353353 —.20)x 


= (.1353353)*+ .0646647x 


These curves are shown in Figure 41. 


422—Multiplicative Modification 


Multiplicative modification of the ex. 
ponential curve by means of a straight line 
is accomplished by multiplying the ordi- 
nates of the curve by the corresponding 
ordinates of a straight line passing through 
the point (0, 1). 

If it were desired to modify the curve y 
= (.1353353)* to pass through the terminal 
values, 0, .10, and .20 the following equa- 
tions result when these values are substi- 
tuted for v and .1353353 is substituted fork 
in the general equation given above: 


(1) y= 
(2) y= 
(3) y= 


(1 —x)(.1353353)* 


10 


(1 —.26109x) (.1353 


.20 
1-(1- 


1353353 


1353353 


353 


) 


q 0 
1 -(1 (.1353353)# 
13533537 J 


(.1353353)? 


z 


(.1353353)* 


(1+-.47781x) (.1353353)* 


The curves are shown in Figure 42. 


. 


423 
T 
(C) 
The 
tions 
give 
1 
The 
par 
pla 
N I 
te 
for 
has 
“<> | 
| 
| 135 5-055 
Fic. 41 | 


€ 
t line 
ordi- 
ding 
ough 


rve y 
ninal 
bsti- 
fork 


Non-Linear Depreciation 


135 


Fic. 42 


423—Com putation 


The computation of the modified curves 
(C) from these equations is very simple. 
The additive and multiplicative modifica- 
tions passing through the point (1, 0) are 
given below as examples: 


Multi- 

Additive plicative 

x A B ¢ B 
0 1.000 —.000 1.000 1.0 1.000 
1 .819 —.014 .805 
2 .670 —.027 .643 S56 
3 .549 — .041 .508 7 .384 
4 .449 — .054 .395 6 .270 
5 .368 —.068 .300 5 .184 
6 301 —.081 .220 4 .120 
7 .247 —.095 .152 3. .074 
8 .202 —.108 .094 2 .040 
9 .165 —.122 .043 
1.0 .135 —.135 .000 .000 


The above three place figures have been 
condensed from computations carried out 
to many more decimal places and any ap- 
parent discrepancies in the last decimal 
place above are attributable to this fact. 

In these illustrative examples no at- 
tempt was made to select an initial slope 
for the modified curve. The base curve (A) 
has an initial slope of —2 whereas the 
modified curves (C) have the following 
initial slopes: 


Additive Multiplicative 
0 —2.135 —3.000 
.10 —2.035 —2.261 
.20 —1.935 —1.522 


These simple modifications do what ac- 
countants have never been able to do— 
pass an exponential curve through a pre- 
selected terminal point including the point 
(1, 0). But they merely skirt the problem 
of full control of the exponential curve. 


430—LINEAR MODIFICATION—COMPLETE 
431—Limitis 


As previously stated, no curve has any 
general utility for depreciation purposes 
unless it can be controlled in at least the 
following respects: 


I—It must pass through a preselected terminal 
value (“‘scrap” value). 
II—It must, if desired, have a preselected initial 


slope. 
I1I—Its slope must be negative throughout. 


The examples of partial control given 
above in Section 420 were made to satisfy 
only Condition I. They happen also to 
satisfy Condition III, though if other 
values had been chosen they might not 
have done so. They do not, however, satis- 
fy Condition II as no attempt was made 
to select an initial slope. To do so requires 
a great deal more figuring and involves a 
number of mathematical complexities. 

It would be of no general interest to pre- 
sent detailed examples of modifying an ex- 
ponential curve to satisfy Conditions I, IT, 
and III. The situation, therefore, will be 
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outlined only very briefly. The curious 
may try their own examples. 

To begin with it is not possible to select 
any desired combination of values for the 
terminal value (v) and the initial slope (a). 
Solutions are possible only within certain 
limits and these limits differ for the addi- 
tive and multiplicative methods of linear 
modification. These limits are shown 
graphically in Figure 43. 
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In the figure the limit for additive modi- 
fication is the curved line marked A and 
that for multiplicative modification by the 
curve marked M. There are no solutions 
for combinations of a and » lying above 
the limiting lines. If the horizontal and 
vertical lines from selected values of a and 
v meet on the limiting line there is a single 
solution. If the intersection of the two 
lines lies below the limiting line there are 
two mathematical solutions. When solu- 
tions are possible the values of a and v are 
said to be compatible. 

In the case of additive modification one 
of the two solutions involves a value for 
k greater than unity. Though mathemat- 
ically feasible, this second solution may be 
disregarded as by definition & is less than 
unity. In the case of multiplicative modi- 
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fication the two solutions involve a low 
base curve that is modified upward and a 
high base curve modified downward. This 
situation is shown graphically in Figure 
44. 


42.362 
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In this example, the required initial 
slope (a) for the modified curve is —18 
and that for the terminal value (v) is .10. 
The two base curves are Al and A2, and 
the corresponding modifying lines are Bl 
and B2. The two resultant curves, C1 and 
C2, almost but not quite coincide. 

The computation of the limits shown 
graphically in Figure 43 is rather intricate 
and consequently a brief tabulation is 
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given below: 

Add. Mult. Add, Mult. 
-1.0 .60923 .36788 —2.2 .30502 .11080 
-1.2 .54743 .30119 —2.4 .26857 .09072 
-1.4 .49034 .24660 —2.5 .25168 .08208 
-1.5 .46349 .22313 —2.6 .23568 .07427 
-1.6 .43773 .20190 —2.8 .20612 .06081 
-1.8 .38942 .16530 —3.0 .17970 .04979 
-2.0 .34525 .13534 —3.5 .12584 .03020 


These are the maximum possible values of 
» under the two methods of modification 
for the given values of a. 


432—Additive Modification 


The method of additive modification 
may be illustrated by the case in which a 
value of .10 is selected for » and a value of 
-1.8 is selected for a, or twice the linear 
slope for a terminal value of .10. Refer- 
ence to Figure 43 shows that these values 
are compatible and a solution therefore is 
possible. 

The equation for the slope of this modi- 
fied curve has been given as: 


s=(2.302585093 log k)k*—(k—v). 


When x=0, z will be the initial slope a 
and the equation becomes: 


2.3052585093 log k—k+v=a 


oF 


2.302585093 log k—k=a—v. 


Substituting the selected values of a and 2, 
we have 


2.302585093 log k—-k= —1.8—.10= —1.90. 


The value of & is then computed from this 
equation. 

This is a transcendental equation, how- 
ever, and cannot be solved by algebraic 
operations. A number of methods of solu- 
tion are available, but the simplest is to 
use a table of logarithms and an electric 
calculating machine. By assuming succes- 
sive value for k a solution can usually be 
obtained in from 5 to 10 tries. (In making 
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the calculations the actual negative log- 
arithm for a quantity less than unity must 
be used. Tables of logarithms give only 
positive mantissas and the logarithm of a 
quantity less than unity is usually given 
by combining a negative characteristic 
and a positive mantissa. Thus the log- 
arithm of .107 is usually stated as 9.02938 
—10 or simply as 9.02938. Actually the 
logarithm of .107 is —.97062. It may be 
obtained by simplifying the conventional 
figure; here — 10+-9.02938 = — .97062.) 

In this case a value of .178863 is found 
for k and equations of the curve and its 
slope are: 


y= (.178863)*— (.178863—.10)x 
= (.178863)*— .078863x 
—1.721135(.178863)*—.078863 


It is a simple matter to prove that the 
curve satisfies Conditions I, II, and III. 
When x=1, y=.10 (I). When x=0, z 
=—1.8 (II). And when x=1, z= —.38671 
showing that the terminal slope is still 
negative (IIT). 

The ordinates of the curve are computed 
with the aid of a table of logarithms. 


433—M ulti plicative Modification 


The method of multiplicative modifica- 
tion may likewise be illustrated by the 
case in which a=—1.8 and v=.10. A 
glance at Figure 43 shows that these two 
values are compatible for this type of 
modification. 

When x=0, the equation for the initial 
slope of this curve (see the general equa- 
tion) becomes: 


v 
2.302585093 log k— (1-=) =. 


or 
v= [(a+1) —2.302585093 log k]k. 


When v=.10 and a=—1.8 
(.8+2.302585093 log k)k= —.10. 
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The value of & is then computed from this 
equation. 

This again is a transcendental equation 
and must be solved by successive tries 
using a table of logarithms and a calculat- 
ing machine. In this case it will be found 
that two values for & less than unity will 
satisfy the equation; these are k= .042334 
and k= .33267. This means that there will 
be a low base curve modified upward and 
a high base curve modified downward, or 
the situation shown in Figure 44. 

The equations for the two resultant 
curves and their slopes are found to be: 


yi = (14+1.36217x) (.042334)? 
a= [—(1+1.36217x)3.16217 
+ 1.36217 |(.042334) 


= (1—.69940x) (.33267)? 
—(1—.69940x) 1.10060 
— 69940 ](.33267). 


Both curves are readily shown to satisfy 
Conditions I, II, and III. Again, when x 
=1, y=.10 in both instances (I). When x 
=0, z=-—1.8 (II). And when x=1, 2 
=—.25855 and 2,=-—.34273, showing 
that the terminal slopes are negative and 
that the curves have been negative through- 
out (III). 
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The ordinates of the two curves ap 
computed by means of a table of log. 
arithms. 


440—CURVILINEAR MODIFICATION 


The exponential curve can be modified § 
by an infinite variety of curves as well a; 
by straight lines. The subject, therefore, 
inexhaustible and should be ventured into 
only by those equipped with an adequate 
knowledge of mathematical analysis. 

Only a single example of multiplicative 
curvilinear modification therefore will be 
given here. To make matters as simple as 
possible the terminal value (v) will be 
taken as zero. The base curve (A) is the 
exponential curve y= (.1353353)* that has 
an initial slope of —2. 

Two examples of modifying curves are 
given together with an example of linea 
modification for comparison. The three 
modifying lines (B) then are: 

B1 The quadratic concave upward curve 
presented in Part III 
B2 The straight line 


B3 The quadratic concave downward 
counterpart of B1 


y= (1-2) 
y=1-z 
y=1-2 
These modifying lines and the resultant 
curves (C) are shown in Figure 45. 
The effects of these modifications on the 
initial slopes are shown on the following 
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Initial Slopes 
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A B 
1. Quadratic—CU —2 
2. Straight line —2 
3. Quadratic—CD —2 0 —? 


The concave downward quadratic curve 
has an initial slope of zero and therefore 
does not change the initial slope of the base 
curve (A). This fact has some value in cer- 
tain applications but this modifying curve 
should not be used without discrimination 
where the facts of the problem do not war- 
rant its use. 

The computation of the ordinates of 
these resultant curves is very simple: 
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satisfies preselected conditions derived 
from factual data, whereas an uncontrolled 
curve is a self-induced delusion unrelated 
to any experience with depreciable assets. 

To sum up, the exponential curve is a 
relatively intractable and complex non- 
algebraic curve without any particular 
merits to commend it. Although it is sus- 
ceptible to modification and control, as is 
any curve, the work involved therein is out 
of all proportion to the results obtained. 
And even when an equation for a con- 
trolled exponential curve has been ar- 
rived at, there still remains the labor of 


1 2 3 
A 
BI C1 B2 C2 B3 C3 

0 1.00000 1.00 1.00000 1.0 1.00000 1.00 1.00000 
A .81873 81 .66317 9 . 73686 .99 .81054 
2 67032 64 42900 8 53626 96 64351 

.20190 
8 04 .00808 2 .04038 .36 07268 
9 50 01 .00165 A .01653 .19 03141 
1.0 13.034 .00 -00000 -00000 -00 

450—CcONCLUSIONS computing the ordinates of the curve, 


Whether accountants like it or not this is 
it. The control of the exponential curve re- 
quires the mathematics outlined in the 
foregoing. And anyone who takes the 
trouble to work out a particular solution 
will find that he has let himself in for a lot 
of drudgery. On the other hand, any at- 
tempt to base a depreciation scheme on an 
uncontrolled curve is a confession of ig- 
norance and ineptitude, for the tool is then 
the master of the man. A controlled curve 


which requires the use of a table of log- 
arithms. The mathematics involved in 
stating, modifying, and computing a con- 
trolled exponential function is beyond the 
range of the majority of accountants and 
the curve should be abandoned for account- 
ing purposes. Anything that the exponen- 
tial curve can do may be done far more 
simply and with much less effort by poly- 
nomial functions, particularly the quad- 
ratic. 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprtor’s Norte: This section of Tat ACCOUNTING REvIEw is devoted to matters of 


ticular interest to account. 


ing instructors. The contribution of articles bearing on the nature and ey aes of various types of accounting 
ddress 


education, or dealing with techniques of accounting instruction, is invited. 


all correspondence to A. B. Car. 


son, School of Business Administration, University of California, Los Angeles 24, California. 


TRY THIS ON YOUR CLASS, PROFESSOR 


RAYMOND P. MARPLE 
Assistant Secretary, National Association of Cost Accountants 


Teachers are always looking for ques- 
tions and problems which will test the 
students’ ability to reason. In teaching ac- 
counting, it is not difficult to develop 
problems and situations which test the 
students’ ability to apply theory to specific 
situations; it is more difficult to develop 
problems and situations which deal with 
the basic postulates which underly our 
accounting practices. The following related 
problems are offered as means of stimulat- 
ing student (and teacher) thinking on the 
“why” rather than the “how” of certain 
accounting practices. 


THE ALL FIXED COMPANY CASE 


The students of today will be the practi- 
tioners of tomorrow. If today’s training is 
to prepare them for their future work, it 
must recognize the current trends which 
are likely to be most influential in chang- 
ing our accounting practices. One of these 
is the trend toward a constantly increas- 
ing proportion of fixed to total costs. Is it 
possible that in the future, for some com- 
panies at least, all costs may be fixed? 
Let’s assume that it is and ask our students 
to consider the case of The All Fixed Com- 
pany. Suppose you present it to the class 
in this way: 

“The year is 1975. This is an important 
year for accountants because this is the 
year that The All Fixed Company begins 
operations. The company is so named be- 
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cause it has no variable costs—all of its 
costs are fixed and vary with time rather 
than output. 

“The All Fixed Company is located on 
the bank of a river and has its own hydro- 
electric plant to supply power, light, and 
heat. The company manufactures a syn- 
thetic fertilizer from air and river water, 
and sells its product on a long-term, fixed- 
price contract. It has a small staff of em- 
ployees, all hired on an annual-salary basis. 
They find this arrangement better than 
the more general guaranteed annual wage 
of 1975. The output of the plant can be in- 
creased or decreased by adjusting a few 
dials on a control panel.” 

Now place on the blackboard the follow- 
ing data regarding the first month’s opera- 
tion by The All Fixed Company: 


Costs (all fixed) 
General & Administrative........... $ 40,000 


Ask the students to prepare an income 
statement for the first month’s operations. 
Since we can assume that you have trained 
them well in orthodox, conventional, 1956- 
absorption costing methods, the chances 
are that there will be general agreement 
among them that the company eamed 
$120,000 during the first month of opera- 
tion and that the income statement should 
read something like this: 
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Cost of Goods 140 ,000 
$160,000 
General & Administrative Expenses....... 40,000 


At this stage your students are likely to 
feel that, while the case of The All Fixed 
Company is unique, the problem you have 
asked them to solve is far too simple for 
students of their mentality and training. 
This attitude should be corrected. It can 
be, readily, if there has been some prior 
consideration in the class of break-even 
charts and break-even analysis. Just ask 
the class to prepare a break-even chart for 
The All Fixed Company, based on the 
first month’s results. This will not prove 
too difficult for them once they realize that 
there are no variable costs to be plotted, 
and most of them will come up with a 
break-even point of 10,667 tons per month 
and the following chart: 


$ Break-even Point 
10, 667 tons 


00,000 4 


100,900 4 


T 
4,000 8,000 12,000 


Tons 


At this point, it is likely that one of 
your brighter students will save you the 
necessity of pointing out that there must 
be some error—that a company with a 
break-even point of 10,667 tons should not 
show a profit on sales of 10,000 tons. 

Now you have the students interested 
and intrigued. What’s the next step? 
Should you encourage full and free class 
discussion with a minimum of guidance on 
your part? Should you endeavor to guide 
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them to an answer by a series of directed 
questions? Or should you use the oppor- 
tunity, now their interests are aroused, to 
recite the facts relating to the second 
month of operation of The All Fixed Com- 
pany in the hopes that this will help them 
in analyzing the problem? Let’s assume 
you adopt the latter course and tell your 
class: 

“During the first month of operation, 
the management of The All Fixed Com- 
pany learned that the product had a ten- 
dency to deteriorate somewhat in storage. 
It adopted the policy, effective with the 
beginning of the second month, of produc- 
ing only as the product was needed to fill 
sales. During the second month sales were 
the same as for the first month (10,000 
tons) and were filled entirely from inven- 
tory. Costs, being fixed, were the same as 
for the first month. Prepare an income 
statement for the second month’s opera- 
tion.” 

By this time the students will realize 
that there is more to the problem than 
they thought originally and will be less 
sure that the answer each develops by ap- 
plying absorption costing methods is the 
right one. But some brave soul, who has 
complete confidence in what you have 
taught him, will almost certainly come up 
with a statement which will read like this: 


Unabsorbed Production Cost... $280, 
Genl. & Admin. Expenses... .. 40,000 320,000 


Now is the time for the directed ques- 
tions. Let’s listen in on the class discus- 
sion: 

Professor: Does it seem logical that a com- 
pany with $300,000 sales in each of two 
months should have a profit of $120,000 
one month and a loss of $160,000 the 
next? 
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Student: Well, sales were the same, but 
production wasn’t. When you don’t pro- 
duce there are no products to charge the 
expenses to, so you charge them against 
income. That’s what happened the sec- 
ond month. 

Professor: That’s right, but if you were the 
President of The All Fixed Company, 
what would you think when your ac- 
countant said that the profit of $120,000 
for the first month had been turned into 
a loss of $160,000 the next? 

Student: I'd think that the accounting was 
cockeyed. Isn’t it a fundamental princi- 
ple of accounting that a profit shouldn’t 
be taken until it is realized through 
sales? In other words, shouldn’t profit 
vary with sales, with some allowance for 
differences in costs? In this case, the 
costs were the same each month. All 
that’s happened is that all the product 
sold in two months was produced in the 
first month. The profit figures don’t 
make’ sense. 

Student: And they don’t jibe with the 
break-even chart, either. 

Professor: A break-even chart is based on 
the theory just expressed—that profits 
vary with sales volume. Can someone 
tell us what the profit should be on 
$300,000 sales, based on the break-even 
chart? 

Student: The break-even point is 10,667 
tons, but sales were only 10,000 tons. 
Sales were 667 tons less than needed to 
break even, so there was a loss. 

Professor: And, translated into dollars? 

Student: For every ton they failed to sell 
below 10,667 tons they lost $30. 667 
tons times $30 amounts to $20,000. The 
net loss for the two months was $40,000, 
or $20,000 a month. 

Professor: So it begins to appear that our 
error is in the shifting of profits—or 
losses in this case—between the two 

months. Anyone have an idea as to what 

is wrong? 


Student: I do. All of the costs of this com. 
pany are fixed. I’ve been reading ahead 
a little in our textbook and the author 
says that some accountants think of 
fixed costs as costs of the period rather 
than costs of the product. Period Costs, 
he says, should be charged against the 
income of the period rather than charged 
to inventories like variable or product 
costs. Would that solve the problem? 

Professor: Well, let’s see if it would. If you 
will change your statement for the first 
month to deduct from the sales of 
$300,000 the fixed production costs of 
$280,000 and the fixed general and ad- 
ministrative expenses of $40,000, you 
will have a net loss of $20,000. That 
agrees with our break-even chart. Since 
the sales and the costs are the same for 
the second month as for the first, the 
statements and profit for each month 
would be the same. Does that make 
sense? 

Student: It makes sense so far as the loss 
for each month is concerned, but what 
becomes of the inventory at the end of 
the first month? If we charge all of the 
costs against income, how do we show 
the 10,000 tons in inventory on the bal- 
ance sheet? 

Professor: All right, let’s approach it from 
that angle. Let’s see if we can agree ona 
figure for the inventory. Usually, in 
ventories of finished goods are carried 
at cost. What did the inventory cost in 
this case? 

Student: It was half of the month’s produc- 
tion, and the production cost was 
$280,000, so I’d say the inventory cost 
$140,000. 

Professor: Let me state the question al- 
other way. To take care of sales the com- 
pany would have needed a production 

of 10,000 tons. In addition, it produced 

10,000 tons for inventory. How much 

additional did the 10,000 tons for i- 

ventory cost? 
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Student: I see what you mean. Since all 
production costs are fixed, it didn’t cost 
anything additional to pr-duce the 
10,000 tons for inventory. 

Professor: That’s right. And how were the 
costs of the second month affected by 
the fact that the product sold that 
month was produced in the first month? 

Student: They weren’t changed, because 
all of the costs are fixed. 

Professor: Right again. Now, if produc- 
tion of goods in one month doesn’t in- 
crease the costs in that month, or de- 
crease the costs in the succeeding month 
when they are sold, why should any of 
the costs of the first month be charged 
to inventory and carried forward as a 
charge of the second month? 

Student: They shouldn’t be if they are 
fixed costs. As I see it, fixed costs like 
rent, insurance and depreciation go on 
month by month and are not increased 
when production is increased, or de- 
creased when production is decreased. 
They’re costs of the period rather than 
costs of the product, and should be writ- 
ten off currently and not charged to in- 
ventory. But how about variable costs 
like material and labor? 

Professor: Variable costs are caused by pro- 
duction. They increase as the number of 
units produced increases. Variable costs 
incurred this period save making the 
same expenditures next period. Accord- 
ingly, such costs can be deferred in in- 
ventory until the product to which they 
apply is sold. But in The All Fixed Com- 
pany all of the costs are fixed. 

Student: But how about the inventory on 
the balance sheet? Certainly the 10,000 
tons of fertilizer have some value. They 
can be sold, can’t they? 

Professor: Presumably they can be sold—in 

time. But as time passes, additional fixed 

costs accrue. Isn’t it logical to say that 
the inventory of 10,000 tons of fertilizer 
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has no value to The All Fixed Com- 
pany? No extra costs were incurred in 
the first month to produce it, and its 
production in the first month did not 
save any costs in the second month. Isn’t 
it logical to say that the only value an 
inventory has to a company is measured 
by the costs which will be saved in the 
future? 


Student: Perhaps it doesn’t have a value 


in that sense to the company. Doesn’t 
it have a market value? Wouldn’t farm- 
ers pay something for 10,000 tons of 
fertilizer? 


Professor: We can assume that that is the 


case. Yet, the fact remains, that the 
company sold only 10,000 tons in the 
first month, and an additional 10,000 
tons the second month. Whatever the 
reason for the sales volume, the fact re- 
mains that the possession of 10,000 tons 
of fertilizer at the end of the first month 
did not result in any reduction of costs 
in the second month. Therefore, can’t 
we say that the worth of an inventory at 
the end of an accounting period is meas+ 
ured by the costs which will be saved in 
a future period? Isn’t this the same priny 
ciple which is applied in the “cost of 
market, whichever is lower” rule? If 
we have raw material in inventory, pur- 
chased at one price, and the market 
price at the end of the period is lower, 
we write the inventory down to the 
market price. At the time of the write- 
down the market price measures the fu- 
ture costs which have been saved be- 
cause the raw material had been ob- 
tained in advance of its use. The inven- 
tory of The All Fixed Company had no 
value at the end of the first month be- 
cause its production in advance of sale 
did not save any costs for the second 
month. 


Class dismissed. 
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THE SEMI-FIXED COMPANY 


Some students may discount the conclu- 
sions reached in The All Fixed Company 
case on the ground that it is engaging in 
fantasy to think of a company all of whose 
costs are fixed. For the benefit of such, and 
as a means of further illustrating the prin- 
ciple involved, it is suggested that the case 
of The All Fixed Company be followed at 
a subsequent meeting of the class by con- 
sideration of the case of The Semi-Fixed 
Company. 

This company begins operations in 1965 
and differs from The All Fixed Company 
in only one respect—it has both fixed and 
variable production costs. Its variable 
costs are $7 per ton and its fixed produc- 
tion costs $140,000 a month. Normal ca- 
pacity is 20,000 tons per month. 

First ask the class to prepare income 
statements for the first and second month 
based on conventional absorption costing. 
You can expect the following: 


First Month 


$160,000 
General & Administrative Expense........ ; 
$120,000 
Second Month 
Unabsorbed Fixed Costs....... $140,000 
Genl. & Admin. Expense...... 40,000 180,000 


Discussing with the students the reason 
why the loss for the second month is dif- 
ferent from that reported originally for 
The All Fixed Company will help to bring 
out the difference between fixed and varia- 
ble costs. 

You are now ready to ask the students 
to apply what they learned at the previous 
session by asking them to prepare income 
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statements on a direct costing basis for 
The Semi-Fixed Company. They should 
not find this too difficult if you suggest that 
the first step is to deduct variable cost of 
goods sold from sales to arrive at marginal 
income. The statement should read as fol. 
lows: 


First Month 


Variable Cost of Sales................... 70,000 
Fixed Production Costs....... $140,000 
Genl. & Admin. Expense...... 40,000 180,000 
Second Month 


(Same as First Month) 


Now we’re ready for discussion. Let’s 
listen in. 


Professor: You will observe that The 
Semi-Fixed Company earned a profit 
of $100,000 during the two months pe- 
riod, while The All Fixed Company suf- 
fered a loss of $40,000. Why was this? 

Student: Because some of the costs of the 
second company were variable costs. 
They could be eliminated when the 
plant shut down for the second month. 

Professor: Right. You will recall that last 
session we calculated the loss of The All 
Fixed Company as $20,000 each month. 
Today, we have calculated the profit of 
The Semi-Fixed Company as $50,000 
each month. This is a profit improve- 
ment of $70,000 each month. How do 
you explain the fact that there was a 
profit improvement each month, yet 
the saving came from not operating the 
plant in the second month only? 

Student: Is it because variable costs differ 
from fixed costs? 

Professor: That’s right—but how? 

Student: We concluded last session that 
none of the cost of The All Fixed Com- 
pany should be charged to inventory be- 

cause they were all fixed costs. Today, 
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in the case of The Semi-Fixed Company, 
we have charged all of the fixed costs 
against income but we have divided the 
variable costs between inventory and 
cost of goods sold. So really we have de- 
ferred in inventery $70,000 of the varia- 
ble costs of the first month. 
Professor : Which again illustrates the dif- 
ference between variable costs and fixed 
costs. Variable costs are out-of-pocket 
costs which are caused by and tend to 
vary with production. They can be in- 
curred in advance and stored up. When 
The Semi-Fixed Company paid $70,000 
for the direct material, direct labor, and 
variable expenses to produce 10,000 ad- 
ditional tons of fertilizer during the first 
month for sale in the second month, it 
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saved that amount of cost in the second 

month. So it is logical to defer such costs 

as inventory until the second month 
when the product is sold. 

Student: Professor, could you give us a 
general statement which would sum- 
marize what we have been discussing the 
last two sessions? 

Professor: Vil try to. Let’s state it this 
way: In the determination of periodic 
profit, the only costs which should be 
deferred in inventory for application 
against the future are those costs which, 
because they have been incurred in the 
past, will not have to be incurred in the 
future. 

Students: (In chorus) Thank you, Profes- 

sor. 


THEORY CASES FOR UNDERGRADUATE COURSES 


K. W. PERRY 
Associate Professor, University of Illinois 
AND 
R. K. Mautz 
Professor, University of Illinois 


The current and usual criticism of ac- 
counting graduates as being deficient in 
the ability to communicate ideas whether 
orally or in writing, the emphasis on mat- 
ters of theory in professional literature and 
examinations, and the general desirability 
of helping students to look beyond text- 
book problems all suggest the importance 
of the possibility of using additional ma- 
terials in undergraduate courses which will 
give the student an opportunity and a 
stimulus to think about and to discuss 
questions of theory aside from the neces- 
sity of making journal entries or work- 
sheet adjustments. If possible, we in the 
teaching profession should give our stu- 
dents experience in analyzing situations 
and evaluating alternative accounting 
treatments considered as acceptable in 


those situations, If at all possible we should 
give them some idea of the world that lies 
beyond the textbook, the real world where 
actual transactions are dealt with, the 
world of business in which patterns change 
and transactions are complex indeed, 
where all the facts necessary for a cut and 
dried solution are not immediately appar- 
ent, and where sometimes something less 
than the most desirable treatment is ac- 
cepted. 

After some experimentation, the writers 
have found a means of achieving, in part, 
some of these goals. In a two-hour under- 
graduate course called “Current Account- 
ing Topics” an effort is made to give the 
students something other than conven- 
tional text-book material and to encour- 
age the discussion of matters of theory in 
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a framework that differs from the usual 
problem-solving approach. This course is 
handled in a way that requires considera- 
ble oral and written expression by the 
student. Although several methods have 
been attempted, the most successful has 
been a case approach. This, however, is 
not just another argument for the case ap- 
proach to the teaching of accounting. The 
writers feel strongly that the case approach 
has serious limitations in a field where a 
complex methodology is so important. 
The use of cases can be very effective, 
however, as a supplementary method of 
teaching to offset some of the weaknesses 
of the customary problem approach. 

The cases used as supplementary ma- 
terials in “Current Accounting Topics” 
are based on illustrations selected from 
the actual business world. From reading 
assignments and classroom discussion in 
other courses the students get the theoreti- 
cal approach to the solution of a great 
many problems; in this course they are 
then given a case or cases taken from a 
particular firm or firms showing how these 
problems were actually handled in prac- 
tice. When they see how the problem was 
actually handled, and knowing the theoret- 
ical basis on which it should have been 
handled, the creation of discussion is a 
very simple matter. 

Depending upon the complexity of the 
question raised, one of two methods of 
presentation is used. For interesting points 
or problems which are neither too comiplex 
nor too difficult for the students to grasp 
without prior consideration, but which the 
instructor feels should be brought to their 
attention, an opaque projector and screen 
which permits the reproduction of practi- 
cally any desired material without the use 
of a preliminary duplicating process of any 
kind is used. For example, one can repro- 
duce a balance sheet, an income statement, 
or notes to financial statements merely by 
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using the report itself in conjunction with 
the projector. Since the classroom must be 
darkened for a projection of this kind, the 
student’s attention is focused on the 
screen, and as a result his interest is held 
reasonably well. In fact it has been the 
writers’ experience that some students find 
it less embarrassing, or at least easier, to 
express their opinions under such circum. 
stances than otherwise. If the problem 
under consideration is sufficiently complex 
to require that the students be given an 
opportunity to study it at length before 
discussion, the necessary material may be 
mimeographed, together with instructions, 
and distributed sometime in advance of 
the meeting at which the case is to be dis- 
cussed. 

Usually, one of the big problems in case 
preparation is that of cost. However, the 
cases which are used in this course are both 
inexpensive and reasonably easy to ob- 
tain. Most of them come directly from 
published annual reports of corporations 
or from listing applications filed with the 
Department of Stock List, New York 
Stock Exchange. Such materials are readily 
available, free of charge, upon request. 
The writers currently receive annual re- 


ports from about one hundred business f 


corporations, the initial requests for such 
reports being prepared from an index of 
companies listed on the New York Stock 
Exchange, and are also on a mailing list 
that provides copies of all listing applica 
tions filed with the New York Stock Ex 
change. Reasonably careful reading of 
these materials as they come in often gives 
leads from which to develop cases. 

For example, a few years ago a number 
of companies came out at about the same 
time with variations of the old stock divi 
dend and stock split transactions, varia- 
tions that were not discussed, or even met 
tioned, in textbooks. Such transactions 
were disclosed in statements of retained 
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earnings and of capital surplus and often 
were described further in notes to the fi- 
nancial statements or in the president’s 
letter included in the annual report. By 
selecting excerpts from four or five annual 
reports it was possible to draw together a 
variety of such transactions. These ex- 
cerpts, together with some very brief intro- 
ductory materials and some simple instruc- 
tions, made up a case. The student was re- 
quired to review the financial statement 
disclosure of the transactions as repro- 
duced in the mimeographed case and arrive 
at a conclusion as to whether the account- 
ing treatment in each instance was satis- 
factory. This resulted in considerable dis- 
cussion by the class, leading to a complete 
exploration of the distinction between 
stock dividends and stock splits as cur- 
rently explained in textbooks and the dif- 
ference between that distinction and the 
one apparent in the handling of the trans- 
actions in question. Now that the Ameri- 
can Institute of Accountants has published 
an Accounting Research Bulletin on this 
subject, a reference to that material is in- 
cluded as part of the case. This requires 
the student to read current professional 
writing as well as textbook reference ma- 
terial. 

Cases which are currently being used 
may be grouped into three categories or 
types. First, there are those in which a sin- 
gle point in a particular report or listing 
application is sufficient to raise an interest- 
ing question for discussion. The question 
may be one of adequacy of disclosure, of 
propriety of treatment accounting-wise, 
of consistency with what the company 
does in respect to similar problems, or 


something of this kind. The treatment by 
§ the du Pont Company of its investment in 


stock of General Motors is an illustration. 

A second type of case is similar to that 
discussed with respect to stock dividends 
and stock splits. Here the varying treat- 
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ments of apparently similar problems by 
different companies are brought together 
for comparison. These cases require con- 
siderable skill on the part of the instructor 
in controlling the discussion so that he 
will not appear to condemn any given com- 
pany for its accounting. Frequently he 
must use his imagination in an attempt 
to point out some of the circumstances 
which might justify the selected treatment 
and which might not be apparent from the 
available materials. These cases are par- 
ticularly useful in pointing out that there 
are acceptable alternatives and that all 
facts should be considered before an un- 
favorable decision is reached with respect 
to any given treatment. 

The third type of case which has been 
found to be successful is one in which suc- 
cessive reports of a given company have 
dealt with a continuing problem. An illus- 
tration of this is the treatment of the good- 
will arising out of the purchase of the Toni 
Company by Gillette Safety Razor Com- 
pany. Incidentally, this is also, in the 
writers’ opinion, a classic case with respect 
to the disposition of goodwill. In 1948 when 
Gillette purchased all of the outstanding 
stock of Toni it paid $8,000,000 for good- 
will. In addition it agreed to pay, after 
profits equal to the original payment for 
goodwill had been earned, one-half of the 
subsequent profits until an additional 
$8,000,000 had been paid. Thus there was 
both goodwill and contingent goodw:!l in- 
volved in the purchase. Every annual re- 
port from 1948 until 1954 has had more to 
do with this problem. To draw the perti- 
nent extracts from the financial state- 
ments, footnotes, and president’s letter in 
the successive reports and then place them 
before the student gives him an intri- 
guing problem that he would not believe 
possible if stated in textbook terms. 

Cases of this type often grow out of a 
single item in an isolated report. Some- 
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times, to get the background for current 
treatment of some special item, it seems 
desirable to refer to previous reports of 
the same company. In so doing leads may 
be obtained which, after scanning an entire 
series of reports, help to piece together a 
long and involved story. 

Not uncommonly a given company 
seems to have a history of “unusual” ac- 
counting problems which, when thor- 
oughly analyzed, make excellent cases. The 
Gillette Company, for example, in addition 
to the goodwill problem mentioned above, 
has had some quasi-reorganization prob- 
lems that are most useful in pointing out 
to students the evolution that has taken 
place in the quasi-reorganization concept. 
Incidentally, Gillette’s amortization of the 
goodwill created by the Toni purchase 
and of other intangibles can also be tied 
into their quasi-reorganization history, 
which in itself presents still another inter- 
esting question for discussion from the 
standpoint of accounting theory. 

In our opinion most cases can best be 
prepared by the instructor himself. The 
use of others to prepare cases has not been 
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particularly successful, chiefly because it 
is very easy for one to become so interested 
in the materials under surveillance that he 
forgets all about the preparation of cages. 
The instructor has a further advantage in 
that he is more familiar with the sort of 
material he can use and is, therefore, more 
likely to recognize the possibilities for dis. 
cussion in an item that someone else might 
overlook. 

Although it may be necessary for the 
instructor to build up at least a small file 
of annual reports before he can develop | 
any significant number of cases, this should 
not be considered a deterrent if one sees 
value in the case approach. Since many li- 
braries receive and file annual reports, and 
since many investment firms are coopera- 
tive in making such materials available, 
one may have a larger supply of material 
at hand than is frequently realized. In 
order to encourage others to experiment 
with this method of teaching accounting 
theory and at the same time to add to 
their own file of material, the writers will 
be more than happy to trade ideas regard- 
ing cases with anyone who is interested. 


A SIMPLIFIED THREE-VARIANCE TECHNIQUE 


ROBERT E. SEILER 
Assistant Professor, University of Texas 


The basic concepts involved in calculat- 
ing the three components that make up 
the difference between manufacturing ex- 
penses incurred and the amount that is 
charged to production under a standard 
cost system are difficult matters for most 
students of cost accounting. In the opinion 
of the writer, this difficulty is due largely 
to the complexity of the mathematical ex- 
amples presented in most cost-accounting 
textbooks, and to the absence of a short 
but comprehensive method of linking the 
three variances together. 


Not all textbooks treat the subject in 
the same way, but many of the books that 
are widely used show how the difference 
between incurred and applied burden can 
be analyzed into efficiency, capacity, and 
budget variance. In most cases, too little 
emphasis is placed on the point that these 
three are really just segments of the one 
total difference or variance. To assist stu- 
dents in their comprehension of these rela- 
tionships, the following diagram has been 
developed: 
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Actual Hours 
times 
Standard Rate 


Mfg. Expense 


| Capacity | 
Variance > Budget (for hours 


actually worked) 


Efficiency Budget 
Variance Variance 
Standard Hours am Actual 
times > Mfg. Expense 
Standard Rate Incurred 


The diagram is easy to put on a black- 
board and, what is more important, it is 
easy for the students to remember. It illus- 
trates the point that the three parts are 
equal to the whole variance even though 
some of the components may be favorable 


or positive, while others are unfavorable 
or negative. The use of the diagram can be 
effective in aiding understanding and com- 
bating the tendency of students to simply 
memorize formulae. 


HELPING ACCOUNTING STUDENTS TO LEARN HOW TO 
ANALYZE A BUSINESS TRANSACTION 


CLARENCE L. DUNN 
Associate Professor, Louisiana State University 


Many students of elementary account- 
ing experience considerable difficulty in 
learning how to analyze business transac- 
tions. This is especially true for those stu- 
dents who have not studied bookkeeping 
prior to taking the first college accounting 
course. Most students who have studied 
bookkeeping in high school or have even a 
limited amount of bookkeeping experience 
very quickly recall the principles of debit 
and credit in double-entry bookkeeping 
and can analyze typical business transac- 
tions correctly with apparent ease. 

This teacher has been more than a little 
concerned, however, about the fact that 
far too many students in the typical col- 
lege elementary accounting course are left 
at the “starting gates’ because of their 
failure to grasp quickly the fundamental 
ideas of transaction analysis. It is normally 
impossible, because of the press of time, to 
proceed with the class as a whole at the 
pace of the slow learners. Furthermore, if 
this is done, the good students soon become 
bored and may lose some of their initial 


enthusiasm for the course. Also, it would 
probably result that the slow students 
would not show sufficient improvement to 
justify devoting three or four extra class 
sessions to this topic. 

What is the best solution to this prob- 
lem? The author has come to the conclu- 
sion that the only real solution is to insist 
that the weak students get plenty of indi- 
vidual instruction on the theory of debit 
and credit and the fundamentals of trans- 
action analysis. Since additional class time 
cannot be devoted to this, the best alterna- 
tive is to require selected students to meet 
with the instructor, individually or in small 
groups, and to drill on transaction analy- 
sis following a logical step-by-step pro- 
cedure. 

Following is a procedure which the 
author has found to be very helpful in 
working with any student showing a weak- 
ness in this area: 

Step 1: Ask the student, “What happened in this 


transaction?” (The student should state, 
in his own words, what the given state- 
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ment of the transaction tells him has 
happened.) 

Step 2: Then ask, ‘What accounts are involved, 

or affected?” (At least two accounts will 

be involved for each transaction.) 

Then for each account affected, ask, “Is 

this account an asset, liability, or net 

worth account?” 

Step 4: Then for each account affected, ask, “Is 
this account being increased or decreased, 
and how much?” 

Step 5: Using this diagram as a guide, decide 
whether each account should be debited 


Step 3: 


or credited. 

Asset Liability Net Worth 
Accounts Accounts Accounts 
Debit | Credit Debit | Credit Debit | Credit 
+ - - | * - + 


Step 6: After applying Steps 3, 4, and 5 for each 
account involved, a final check is to see 
if the total amount of the debits is equal 
to the total amount of the credits. 


To illustrate the application of this pro- 
cedure let us take one transaction and de- 
velop the transaction analysis in the six- 
step sequence given above. 


Transaction: Purchased office equipment on ac- 
count from Modern Equipment 
Company, $1,800. 


A pplication of the analysis procedure: 


Step 1: We acquired office equipment; we owe 
$1,800 to Modern Equipment Company. 

Step 2: Accounts affected are Office Equipment 
and Accounts Payable (Modern Equip- 
ment Company). 


Then, for Office Equipment, 


Step 3: Office Equipment is an asset account. 

Step 4: This account is being increased $1,800. 

Step 5: The Office Equipment account will be 
debited $1,800 because an increase in an 
asset account requires a debit. 


And, for Accounts Payable, 


Step 3: Accounts Payable is a liability account. 

Step 4: This account is being increased $1,800. 

Step 5: The Accounts Payable account will be 
credited $1,800 because an increase in a 
liability account requires a credit. 

Step 6: (Final check) Yes, the debit amount of 
$1,800 equals the credit amount of 
$1,800. 
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Additional examples could be given here 
but they would merely emphasize that the 
decision about what to debit and what to 
credit in the analysis of a business transac- 
tion can always be reached by the six-step 
questioning procedure outlined above. 

Before devoting extensive time to the 
transaction analysis procedure it is advisa- 
ble to make sure that each student seeking 
help knows the debit and credit rules for 
increases and decreases as shown by the 
diagram in Step 5 above. This is, of course, 
a fundamental which the student should 
memorize. Also, the student should have 
at his command a knowledge of several 
typical accounts which would be affected 
by the transactions on which he is to drill. 
He should be required to list several asset 
accounts, two or three liability accounts, 
and the principal net worth accounts. In 
other words, he should be encouraged to 
develop at least a limited vocabulary of ac- 
count titles, such as Cash, Accounts Re- 
ceivable, Land, Buildings, Office Equip- 
ment, Accounts Payable, Notes Payable, 
Proprietor’s Capital account, etc. 

After the student who has shown weak- 
ness in the analysis of business transactions 
has received considerable drill under the 
personal tutelage of the instructor, as out- 
lined above, he should find that the deci- 
sion as to what account to debit and to 
credit for any simple business transaction 
is reached without great difficulty. After 
extensive drill, many a student who was 
slow at first, should discover that the six 
steps can really be carried out in one short 
thought process, and the final answer may 
be on the tip of his tongue almost as soon 
as he has read and comprehended the busi- 
ness transaction given in the problem. 

It is imperative that students who have 
difficulty with the analysis of simple busi- 
ness transactions be “spotted” by the in- 
structor without delay. The reason for this 
is rather obvious. After transaction anal- 
ysis is first introduced in the typical ele- 
mentary accounting course, only a few 
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cass meetings elapse before the students 
are expected to be able to handle more 
complex transactions, especially transac- 
tions involving income and expense ac- 
counts. 

The analysis of transactions involving 
income and expense accounts need not be 
exceptionally difficult if the students are 
well schooled in the analysis of transac- 
tions involving only asset, liability, and 
the primary net worth accounts. This 
means merely that the diagram in Step 5 
must be expanded to include income and 
expense accounts. It must be understood 
by the students that since incomes increase 
net worth, and since increases in net worth 
call for credits, then the income accounts 
should be credited for earnings of the busi- 
ness enterprise. On the other hand, since 
expenses decrease net worth, and since de- 
creases in net worth are recorded as debits, 
expenses incurred by the business enter- 
prise are debited to appropriate expense 
accounts. The net worth portion of the 
diagram shown above for Step 5 of the 
analysis procedure can therefore be ex- 
panded in this way: 


Net Worth 
Accounts 
Debit | Credit 


Expense accounts 


Income accounts 


| Credited 


Debited | 


The Teachers’ Clinic 


503 


When income and expense accounts are 
involved in the drill transactions, the 
question to be asked in Step 3 must be 
modified as follows: “Is this account an 
asset, liability, net worth, income, or ex- 
pense account?” 

It may appear that the reason some stu- 
dents do not quickly comprehend this 
basic and essential area of accounting is 
that they are not trying. Sometimes this 
is the case—some students undoubtedly do 
give up very readily. This teacher is of the 
opinion, however, that more often than 
not the lagging students are actually try- 
ing to learn but have not acquired the 
ability to think and learn in a logical man- 
ner. Too many students do attempt to 
memorize nearly everything that is new to 
them, and if memory fails them they are 
lost. Memory is very important, of course, 
but is only one of the steps, usually one 
of the first steps, in the learning process. 
In learning any new subject matter cer- 
tain fundamentals must certainly be fully 
understood. But where application of these 
fundamentals is involved, one must be 
able to advance beyond the memory stage 
and think the problem through, step-by- 
step, to its best solution. The author has 
found the six-step procedure discussed 
above to be very helpful in showing many 
students how to approach the learning and 
application of transaction analysis in a 
logical manner. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 
ACCOUNTING PRACTICE 
Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the C.P.A. Ex. 
amination in accounting practice on May 9, 1956. 

The candidates were required to solve problem one and any three of the remaining 
four problems. The total weight assigned to this section of the examination was 50 
points and the suggested time allowances were as follows: problem one, 80 to 110 min- 
utes; any three of the remaining four problems 120 to 160 minutes. 


T= following problems were prepared by the Board of Examiners of the American 


Number 1 


Based on the information which follows, you are to prepare a joint return for Mr. 
John C. Scott and his wife Mabel for the calendar year 1955 on the Form 1040 and the 
separate Schedule D furnished you. Compute the minimum federal income tax liability 
by the regular method and by the alternative method. Compute the net tax payable or 
the overpayment refundable. Assume that they report on the cash basis. Fill in all pos- 
sible lines on the return. A long-form tax rate table is shown on the back of Schedule D. 
Submit supporting figures and schedules in each case where items are not shown clearly 
on the return. Use the regular examination paper for such figures and schedules and 
key them to the tax return. 

Mr. John C. Scott, a citizen, resides at 145 Oakview Lane, Pittsburgh 50, Pa. He is 
63 years of age, and his wife, Mabel, is 66. Both have good vision. Their one child, How- 
ard, age 27, is in his third year of full time graduate study at the University of Pitts- 
burgh. Howard was supported in 1955 as follows. 


1,700 


Mrs. Scott has not worked (except as a housewife) since 1950. From 1940 to 1950 she 
earned $1,000 per year rom a part-time secretarial position. Her only 1955 income is 
$600 of social security benefits and $1,500 of dividends. 

Mr. Scott entirely supported Mr. R. R. Smith, age 80. Mr. Smith’s wife, who died 
five years ago, was the sister of Mr. Scott’s mother. Mr. R. R. Smith had no gross in- 
come and has lived in the residence of Mr. and Mrs. Scott for the past five years. 

Mr. Scott has been controller of the Johnson Manufacturing Company in Pittsburgh, 
Pa., since April 1, 1955. His gross salary for the nine months was $27,000 ($3,000 per 
month). Among his payroll deductions were $7,000 withholding tax and $84 F.I.C.A. 
He also received an expense allowance of $250 per month for the nine months, out of 
which he expended $1,500 for travel, meals, and lodging while away from home on com- 
pany business. Mr. Scott was ill with bronchial pneumonia which developed from a cold. 
As a result he was absent from work for three full weeks in November. He spent five days 
in the hospital during the second week of his illness. He continued to draw full pay in ac- 
cordance with the company’s wage continuation plan. 


504 


Pri 
assist 
there 
dedus 
Mr 
he m 
the 
price 
burg 
denc 
In 
Scot 
Elec 
for 1 
pro 
M 
at p 
AB 
CD 
Port 
Bor 
Pen 
inc 
pai 
| att 
| qui 
0 
co! 
Jo 
fai 
th 
sO 
fo 
d 
fr 
De 
> 


is 


Professional Examinations 505 


Prior to employment with the Johnson Manufacturing Company, Mr. Scott had been 
assistant controller with the Elaborate Foundry Company in St. Louis. His gross salary 
there for 1955 had been $7,200 (3 months at $2,400 per month). Among his payroll 
deductions were $1,800 withholding tax and $84 F.I.C.A. 

Mr. Scott paid $800 for moving expenses from St. Louis to Pittsburgh. In addition, 
he made a profit of $3,000 on the sale of his former residence in St. Louis. The basis of 
the old residence was $25,000 (purchased on January 5, 1945) and the adjusted selling 
price was $28,000 (sold on February 20, 1955). His new residence purchased in Pitts- 
burgh on April 1, 1955, cost $24,000. In May of 1955 he added a room on to his new resi- 
dence at a cost of $3,000. 

In addition to his position as controller of the Johnson Manufacturing Company, Mr. 
Scott operates a television repair shop as sole proprietorship under the name of Scott 
Electronics Shop. The books are kept on the accrual basis and net income before taxes 
for 1955 was $3,000. (Do not prepare separate Schedule C, but simply enter $3,000 in the 
proper place on page 1 of Form 1040.) 

Mr. Scott held the fellowing bonds during the entire year. All bonds were purchased 
at par and are in his name only. 


Port of New York Authority Bonds.............. 12-1-48 4,000 2% 80 
Borough of Bellevue Bonds..................... 6-1-45 5,000 14% 75 
Pennsylvania Railroad Bonds................... 5-1-30 9,000 3% 270 


Mr. Scott received gross income of $500 on an investment in a foreign country, which 
income is also subject to U. S. income tax. Mr. Scott is entitled to a $50 credit for tax 
paid a foreign country. Show the income in Schedule H, line 3. Do NOT take time to 
attach a Form 1116. 

Mr, and Mrs. Scott each received cash dividends of $1,500 (a total of $3,000) from 
qualifying domestic corporations during 1955. 

Mr. Scott had previous family connections in Pittsburgh prior to April of this year. 
On March 1, 1915, Mr. Scott’s father acquired a brick store building in Pittsburgh at a 
cost of $75,000 of which $60,000 represented the cost of the building and $15,000 the 
cost of the land. Estimated life of the building from March 1, 1915 was 50 years. Mr. 
John C. Scott received the property as a gift from his father on March 1, 1935, when the 
fair market value was $40,000, of which $28,000 related to the building and $12,000 to 
the land. Estimated life of the building from March 1, 1935 was 28 years. Mr, Scott 
sold the property on March 1, 1955 for $31,560 net; $13,560 for the building and $18,000 
for the land. During the first two months of 1955, Mr. Scott received rental income of 
$1,250. The lessee paid all expenses except certain repairs amounting to $150 and de- 
ductible allocable property taxes of $200, which were paid by Mr. Scott. 

Mr. Scott won $115 on the horse races at Wheeling Downs in 1955 due to tips from a 
friend named George. He did no other gambling during the year. 

While making a speech on the evening of June 14, 1955, at Soldiers and Sailors Me- 
morial Hall, Mr. Scott’s personal automobile, which he had purchased only five months 
before for $3,000 cash, was stolen. The automobile was never recovered and the insur- 
ance company paid Mr. Scott $2,300 in full settlement on December 16, 1955. Fair 
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market value of the automobile immediately before the theft was $2,500. Mr. Scott re- 
ceived an honorarium of $25 for the speech. 

Mr. Scott replaced one of the most vital pieces of testing equipment owned by the 
Scott Electronic Shop. On October 15, 1955, he sold for $300 cash, a piece of equipment 
which had cost him $500 on May 15, 1955. Allowable depreciation for the intervening 
months was $50. He then purchased a new and more modern piece of testing equipment 
for $700 cash. 

The Scott’s stock holdings and transactions were as follows: 


. Date Acquired Date of Cost or Other Selling Expenses 

Kind of Stock or Basic Date Sale Basis Price of Sale 
FF Co., Common (a)....... 2- 5-51 6-11-55 $4,000 $10,000 $90 
ZZ Co., Common (b)....... 7- 2-55 500 
HH Co., Preferred (c)....... e 12- 1-55 ? 5,000 50 
GG Co., Common (d)....... 10-11-51 8-31-55 ? 1,100 au 


Notes on sales of stock: 

(a) Purchased for cash February 5, 1951. 

(b) Purchased for cash on July 2, 1955. On November 15, 1955, the ZZ Corporation was adjudicated bankrupt 
and the stock was worthless. 

(c) The stock of HH Company was inherited from Mrs. Scott’s father —_ had purchased it in 1918 for $6,000. 
The father died on March 1, 1954 at which date the stock was worth $4,000, and its fair market value when 
distributed by the executor on July 1, 1955 was $4,200. The executor made no election. 

(d) Purchased ao shares of GG Company common stock on October 11, 1951, for $8,800 and received certifi- 
cate No. 1852 

On July 24, 1955, received certificate No. 29431 for 10 shares of GG Company common stock as a 10% 
stock divided on the common stock. Fair market value per share on this date was $85.00. 
On August 31, 1955, sold certificate No. 29431 for 10 shares at $110 per share. 


Mr. Scott made a $1,000 loan to A. Blade on December 8, 1954. On September 1, 1955 
it was deemed worthless as Blade died after a long illness and left no estate. 

There was no capital loss carry-over from prior years. 

In addition to any allowable other itemized deductions you may discover in the pre- 
ceding facts, Mr. and Mrs. Scott had the following allowable other itemized deductions: 


$5,050 


Mr. and Mrs. Scott on a joint declaration have made payments totaling $5,000 on 
their 1955 estimate (Form 1040 ES). Payments were made to the Director’s office in 
Pittsburgh. Neither Mr. nor Mrs. Scott owe any prior years’ Federal taxes. Their 1954 
return was filed in St. Louis. If a refund is due, they want it accredited on the 1956 
estimated tax. 


Number 2 


You are engaged to audit the Apex Company and its subsidiary, Apex Sales Co., as of 
December 31, 1955. During the course of the audit you discover the balances of the inter- 
company accounts do not agree. 

The Apex Company manufactures fountain pens which it sells to its subsidiary at 
cost plus 20%. The subsidiary then sells the fountain pens to jewelry stores. 
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Following is a copy of part of the intercompany account ledger sheets: 


ACCOUNT IN THE APEX COMPANY GENERAL LEDGER 
Intercompany Account—A pex Sales Co. 


Date Reference Amount Date Reference Amount 
Total forwarded............ $178,683.00 Total forwarded............ $123 , 867.00 
27 1,194.00 31,127.00 
28 SR 17879... 2,183.00 31 28, 189.00 
849.00 
31 1,891.00 
$186,750.00 $186,750.00 
ACCOUNT IN THE APEX SALES CO. GENERAL LEDGER 
Intercompany Account—A pex Company 
Date Reference Amount Date Reference Amount 
Total forwarded............ $127,434.00 $176,508.00 
31,127.00 Dec. 2 VR 34333-17876...... 2,175.00 
31 19,777.00 VR 34334-17877...... 1,950.00 
31 2,329.00 29 VR 34335-17878...... 1,194.00 
31 00 6,318.00 31 VR 34336-17881...... 3,647.00 
31 VR 34340-17883...... 1,511.00 
$186,985.00 $186,985.00 


Discussion with company employees developed the following explanation of references found on the ledger 


accounts: 
SR —Sales register and invoice number. 
CR—Cash receipts book. 
CD—Cash disbursements book. 
VR—Voucher register, receiving re 


RG—Returned goods register and debit memo number. 
A review of the inventory observation working papers discloses the following information: 


Observation at Apex Company on December 31, 1955: 


rt number and Apex Company invoice number. 


(1) Last shipment prior to the physical inventory was billed on invoice number 17882 dated December 31, 
1955. 


(2) No returned merchandise was received from 


the Apex 


Sales Co. during the month of December 1955. 


(3) The last receiving report used in December 1955 was number 59,742 dated December 30, 1955. 


Observation at Apex Sales Co. on December 31, 1955: 


(1) 4 shipment prior to the physical inventory was billed on invoice number 77843 dated December 31, 


(2) The last shipment of merchandise returned to the Apex Company in December 1955 was entered on debit 


memo number 74 dated December 31, 1955. 


(3) The last receiving report used in December 1955 was number 34337 dated December 31, 1955 for mer- 


chandise billed on Apex invoice 17879. 


You are to prepare in good form: 


a. A reconciliation of the intercompany accounts. 


b. The journal entries required by 
(1) Adjust the intercompany accounts. 


company to: 


(2) —— the inventories which are based en physical inventories taken December 31, 1935 and valued 
by each of the two companies at its cost. 


Number 3 


A new product of Elise Toiletries, Inc. is Lano-Lov Skin Lotion, to be sold in 4 oz. 
bottles at a suggested retail price of $1. Cost and production studies show the following 


cost: 
Item No. Description 
2147 4 oz. bottle $5. 
315 label 3 


(Product will be reshipped in bottle cases.) 


Comments 


Allow for waste and breakage—2 
Allow for waste and breakage—3% 
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Raw Materials 


em Quantity used 
Item No. Description Cost 125 gallon batch 


4247 compound 34A $40.00 per 100 Ibs. 70.0 lbs. 
3126 alcohol and glycerin 40.00 per 100 Ibs. 76.0 Ibs. 
4136B perfume oil* 3.5 lbs. 


* Perfume oil is mixed by the company according to its secret formula. 
Standard costs of a 90 lb. batch are as follows: 
Direct labor—4.4 hours @ $2.28 per hour. .............eseeeeeees 10.03 
Manufacturing overhead—$7.50 per batch plus $1.95 per standard labor hour. 
(NOTE: A gallon contains 128 oz.) 


Allowance for Lost Material 
Over-filling, waste and breakage—Allow 4% of standard material cost. 


Direct Labor per Gross 
1.00 hours at $1.60 
Manufacturing Overhead 


1.50 standard labor hour plus .90 per gross 

a. You are to prepare a standard cost sheet for one gross bottles of this product, arranging the data under the 

five subheadings listed above. Calculations should be made to the nearest cent per gr 
b. The company expected to produce 1,000 gross of Lano-Lov Lotion in its first week F of Seoadibeiliiny but actually 

produced only 800 gross. Its direct labor cost of filling and packing was: 

Filling and packing, 780 hours—$1 , 263.60 
Prepare an analysis of the labor cost variance from standard showing the causes of the variance. 


Number 4 


The following information pertains to the operation of the water fund of the city of 
M. Included in the operations of this fund are those of a special replacement fund for 
the water department, the accounts of which are a part of the accounts of the water 
fund. 

The balances in the accounts of this fund on January 1, 1955 were as follows: 


Investments of replacement fund......................22-005 21,700 


The following items represent the total transactions of the fund for the year ended 
December 31, 1955. 


(3) Uncollectible accounts of prior years written Off... 1,097 
(4) Invoices and payrolls approved for current expense.................ceeeeeeeeeeeeeeeeeee 69 , 826 
(5) Invoices approved for purchase of water department stores. .............200ceeeeeceeeeee 31,424 
(7) spo secured from general fund stores and used in operation (cash transferred to general -— 
(8) Vouchers approved for payment of bonds and interest of ee 23 ,000 


(9) Depreciation entered as charge against current income and credited to replacement reserve. . 10,600 
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(10) Deposits 400 

Deposits refunded... 240 

(11) Invoices approved for re ns of equipment which cost $6,200..............0eeeeeees 7,800 

(12) Invoices approved for additions to plant. .............sceessederseeecneeeeeaeeseescees 12,460 

(13) Vouchers approved for purchase of securities necessary to fully invest the replacement fund. . compute 

(15) Warrants drawn for invoices, payrolls and vouchers approved..........-ssse+seesereedeee 147,316 


From the above information you are to pre 

a. A balance sheet of the fund as of December 31, 1955. 

b. An operating statement of the water department for 1955. 

c. An analysis of the operating surplus of the department for 1955. 


Number 5 
The following are the balance sheets of Parco, Inc. and Subco, Inc. as of December 31, 
1953: 

Parco, Inc. Subco, Inc. 
1,628,429 625, 375 
$ 325,647 $437 ,989 
Federal income tax payable................... 250 ,000 15 ,000 


As of December 31, 1953, Parco, Inc. acquired from the stockholders all of the shares 


of stock of Subco, Inc. in exchange for $550,000 of Parco’s 4% ten-year debentures. The 
excess cost of acquisition (excess of the purchase price over the net assets of Subco) is to 
be amortized on Parco’s books by charges to income over a ten-year period. 


For the years 1954 and 1955, operations of Subco, Inc. resulted in losses of $52,376 and 


$15,226, respectively, and operations of Parco, Inc. resulted in profits of $387,465 and 
$420,009, respectively. Parco provided a reserve on its books by charges to income for 
the losses of its subsidiary. The profits shown above for Parco are before provision for 
amortization of the excess cost of acquisition and for the losses of its subsidiary, Subco. 
Dividends of $150,000 were paid by Parco in each of the years 1954 and 1955. 


The remaining assets and liabilities of Parco and Subco at December 31, 1954 and 1955 


were as follows: 


Parco Subco 
Assets 
1954 1955 1954 1955 
$ 490,327 $ 30,194 $ 31,187 
Accounts 897 ,426 940,227 200,525 203 ,287 
Advances to Subco, Inc...........++-+:- 165 ,000 180,000° 
Liabilities 
357,428 298 ,627 287 , 688 226,178 
Federal income taxes payable........... 406,000 443,500 
Advances from Parco, Inc............... 165 ,000 180,000 


From the information shown above prepare a work sheet for use in preparing a consolidated balance sheet as of 


December 31, 1955. Key and explain all entries made as adjustments or eliminations and prepare supporting 
schedules for major computations. (You are to disregard any income tax effects of your ) 
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4040 U.S. INDIVIDUAL INCOME TAX RETURN 1955 
Internal Service or other taxable year beginni and ending 


NAME (iF THIS [S A JOINT RETURN OF HUSBAND AND WIFE, USE FIRST NAMES OF BOTH) 


HOME ADDRESS (NUMBER AND N.C or and MAB EL 3¢ O TT (CITY OR POST OFFICE) (ZONE) (COUNTY) (STATE) 


YOUR SOCIAL SECURITY NC NO. "AND OCCUPATION 


161-18-5023 | 


145 Oakview Lane Pittsburgh 50 - Pennsylvania _ 


| WIFE'S SOCIAL SECURITY NO. AND OCCUPATION 


r | 
if Income Was All From Wages, Use Pages 1 and 2 Only. If Such Income Was Less 
Than $5,000, You May Need te Use Page 1 Only. See Page 3 of the Instructions. 


1. Check blocks which apply. Regular $600 exemption CcYourselt (4-Wife 
Check for wife if she had no income or her 65 of over at end of taxable year [] Younelf [jWife } Enter number 
Exem Blind at end of taxable year] Younelf_C] Wie 
| 2. List names of your children who Enter 
qualify as ts; give of children 
address if di t from yours. --- 
3. Enter number of exemptions claimed for other persons listed at top of page 
4. Enter the total number of exemptions claimed on lines 1,2, and 5 
5. Enter all ae salaries, bonuses, commissions, and other compensation received in 1955, before payroll deductions, 
Outside salesmen persons claiming traveling, transportation, or reim| expenses, see instructions, page 5. 
Employer's Name Where Employed (City and State) Wages, ete. Income Tax Withheld 
Johnson. Penn, (1)... $..27,750! 
Excess.F.I.C.A. ; 
vil 6. Less: Exeludable “Sick Pay” in line 5 (adschresures 300 
8. Profit (or loss) from business (from separate Schedule C)..... 3; 000 |---- 
9. Profit (or loss) from farming (from separate Schedule 
10. Other income (or loss) from page 3........ 33,373 
11. ADJUSTED GROSS INCOME (sum of lines 7, 8,9, and 10)........... $ 49 0235! _ 
Special |. ied or legally sep Wido' who are entitled to the 
computation) “Head of Household," see check here tax com 00 inetrection , page 14, here 
re] IF INCOME ON LINE !1 1S UNDER $5,000. AND YOU DO NOT ITEMIZE DEDUCTIONS, USE TAX TABLE ON PAGE 16 OF INSTRUCTIONS, 
= IF INCOME WAS $5,000 OR MORE, OR IF YOU ITEMIZE DEDUCTIONS, COMPUTE YOUR TAX ON PAGE 2. 
< "12. Enter tax from the Tax Table, or from line 9, page 2. Please check if you use Tax Table (J. . $...14,.737--~ 
13. (a) Dividends received credit (lire 5 of Schedule J). . 236, 
Pe (b) Retirement income credit (line 12 of Schedule K). . 320 
trom wages, { 14. Balance (line 12 less line $....14,501—~ 
Tax ptm 15. Enter your self-employment tax from separate Schedule Cor F............ r 
refund | 17. (a) Tax withheld (line 5 above). Atttach Forms W-2 (CopyB)........... 
(b) Payments and credits on 1955 Declaration of Estimated Tax (5 are 13"™) 
District Director's office where paid 
18. If your tax (line 12 or 16) is lorger than y your payments (line 17), enter the balance here ————> | ¢ he 
Send this balance with your return te “Internal Revenue Service.” If less than $1.08, de net remit. 634 
19. If your payments (line 2 17) are lever the thon your tax (line 12 or 16), enter the overpayment here _» 
If less than $1.00, It will be refunded only See ns, page 15. ee ee 
Enter amount of line 19 you want: Credited on 1956 estimated tax $__ See ae ae ee 
Is your wife Pestana making o separate return for — Did you pay or agree to pay anyone for lor assistance in the prep- | Do you owe any 
() Yes (C) No “"Yes,"’ write her (his) name. aration of your retum? (] Yes [J] No if‘ Yes,” enter his | Federal tax for 
name and address. prior years? 
O Yes [)No 
declare under the ee ng schedvies ond statements) has been examined by me and te 
Taxpayer the of my knowledge and belief is a true, correct, and complete po 
even though only one has income, BOTH MUST SIGN. 
axpayer 
sign here | (individual or Firm Signature) (Address) (aie) 
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Page 2 
= EXEMPTIONS FOR PERSONS OTHER THAN YOUR WIFE AND CHILDREN 
vane | | | | | 
Smith _ Yes No All 
| 
| 


Enteron line 3, page 1, the aubie of exemptions claimed above. 


=} If an exemption is based on a multiple-support agreement of o group of persons, attach information described on page 5 of instructions. 


ITEMIZED DEDUCTIONS—IF YOU DO NOT USE TAX TABLE OR STANDARD DEDUCTION 
if Musband and Wite (Net Legally & d) File $ Returns and One itemizes Coductions, the Other Must Also itemize 
Describe deductions and state to whom paid. !f more space is needed, attach additiona! sheets Please put yout name aad address on any attachments. 


Contributions | 


| Total Contributions (not to exceed 20 percent of line 11, page 1, except in special cases described on 
|__ page 11 of instructions). 


Interest 


Total 


Taxes 
Submit itemized | ist. Do not enter any expense compensated by —— —— — 
Medical and 1. Cost of medicines and drugs, in excess of 1 percent of line 11, page 1 
dental expense; 2. Other medical and dental 
5. Allowable amount (excess of line 3 over line 4). (See instructions, page 12, for limitations.) ......... -|_.----ececcene----|----- 
Child care Expenses for care of children and certain other dependents not to exceed $600 (See page 13 of instruc- 
Losses from 
other casualty,|..... nsurance.. recovery 3 
v 
or theft Total losses (not comp d by i 
Miscellaneous 
——“TOTA L DEDUCTIONS (Enter on line 2 of Tax Computation, below) | 
TAX COMPUTATION—iF YOU DO NOT USE THE TAX TABLE 
1. Enter Adjusted Gross Income from line 11, poge 1..... $49,023..|..... 
2. If deductions are itemized above, enter total of such deductions. i acieinins are not oneead and line 1, 
above, is $5,000 or more: (a) married persons ae separately enter $500; (b) all others enter 10 percent of 
4. Multiply $600 by total number of exemptions claimed on line 4, page 1... —3,;000-|— 
6. Tax on amount on line 5. Use appropriate Tax Rate Schedule on poge 14 of instructions.............. $24,953-— (6) 
7. you had capital gains and the altemative tax applies, enter the tax from separate Schedule D......... $34, 787- ism 
8. Tax credits. If you itemized deductions, enter: 
(a) Credit for income tax payments fo a foreign country or U. S. possession (Attach Form 1116)......- S3..§0 is... 
(b) juan tax paid at source on tax-free covenant bond interes! and credit for partially tox-exempt ¢ 
9. Enter hone ond on line 12, page 1, "the amount shown on line 6 ot 7 less amount claimed on line 8...... \$14. 737 


OPO 


— 
rel 
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IF INCOME WAS ALL FROM SALARIES AND WAGES, TEAR OFF THIS PAGE AND FILE ONLY PAGES 1 AND 2. — 
Schedule A—INCOME FROM DIVIDENDS 


1. Name of qualifying corporation declaring dividend (See instructions, page 6, for Amount | 
definition of qualifying corporation): | 
3. Exclusion of $50 (If both husband and wife received dividends, each is entitled to exclude 
not more than $50 of his (her) 
5. Name of corporation dividend: 
6. Enter total of lines 4 and g....2,.900 | 
_ Schedule B.—INCOME FROM INTEREST } 
__Name of payer | Amount Name ot | payer Amount | 
Schedule D Summary.—GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY j 
1. From sale or exchange of capital assets (from separate Schedule D) . . OE, PET S447) 
2. From sale or exchange of property other than capital assets (from commie Schedule D)... F Mat i 4. 


Schedule E—iINCOME FROM PENSIONS OR ANNUITIES (See instructions, page ey 


Part 1.—General Rule 


1. in $__| 4. Amount received this year. |S. 

5. Amount excludable (line 4 multiplied | 

3. Percentage of income to be excluded 
(line 1 divided by line 2)........... % | 6. Taxable portion (excess, if ony, of ie AaventinnS). § |. 

_ Part i.—Where your cost will be recovered within three years and your empic has part oftheccst 

1. Cost of annuity (amounts paid in) .. . | 4. Amount received this 

2. Cost received tax-free in past years .. . | 

3. Remainder of cost (line 1 less line 2) . .|$ 5. Taxable portion (excess, if any,of line 4 over line 3). .|.............----— Poe 


Schedule G.—iINCOME FROM RENTS AND aT saa | 
1. Kind and location of property | Der | 


5. Other expenses | 
(attach itemized list) | 


2, Net profit (or loss) (column 2 less sum of columns 3, 4, and 5). . , — Exe 
Schedule H.—INCOME FROM PARTNERSHIPS, ESTATES, TRUSTS, “AND OTHER SOURCES | 
1. Partnership (Name and address) 


2. Estate or trust (Name and address) ah 
3. Other sources (stote nature) Foreign. $500, Gambling $115, Honorarium. $25... 640) 
Total income (or loss) from above sources (Enter here and on line 10, pege 1). $ 11 


Schedule 1.—EXPLANATION OF DEDUCTION FOR DEPRECIATION CLAIMED IN SCHEDULE G 


1. Kind of property (if baidi state material of 4. Depreciation 5. Method of eciation 
which constr 2. Date acquired | Cost or other | lowed | computing | | 
nondepr ___in prior years 


4) 
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IF INCOME WAS ALL FROM SALARIES AND WAGES, TEAR OFF THIS PAGE AND FILE ONLY PAGES 1 AND 2. 


Schedule RECEIVED CREDIT 
See instructions, page 15) 


LIMITATIONS ON CREDIT 

3. Tax shown on line 12, page 1, plus amount, if any, shown on line 8(b), page 2............00.eeeee ees \¢ 14,737. 


(a) If tax is computed on page 2, the amount shown on line 5, page 2. 
|. able (b) If capital gains alternative tax applies, the amount shown on line 18, separate Schedule D. $34, 326 
ue (c) If Tax Table is used, the amount shown on line 11, page 1, less 10 percent thereof, and less the deduction 
Means for ($600 d by the number of exemptions claimed on line 4, page 1). 


(c) Amounts received in taxable year as pensions or annuities under the Social Security 


5, Dividends received credit. Enter here and on line 13(a), page 1, the smallest of the amounts on 116 
Schedule K.—RETIREMENT INCOME CREDIT (See instructions, page 15) 
This credit does not apply: 
1 Hf you received Social Security or Raliroad Reth of $1,200 or more, CR 
If separate return, use column B only. li joint return, use column A for wife and column B for husband —» A B 
Did i ed i i f $600 in each of 10 calendar years before the taxable 
if answer above is “Yes” in either column, furnish all information below in that column. 
1. Retirement income for taxable year which is included in line 11, page 1, of this retum: 
(a) For taxpayers under 65 years of age: 
Enter only income received from pensions and annuities under public retirement 
systems, including pensions, annuities, and reti t pay from Armed Forces. ..... $ $ 
(b) For taxpayers 65 years of age and older: 
Enter total of pensions and annuities, retirement pay from Armed Forces, interest, rents, 
LIMITATION ON RETIREMENT INCOME 
2. Maximum amount of retirement income for credit computation ...............ee000 $ 1,200 | 00 $ 1,200 
3. Deduct: 


Act, the Railroad Retirement Acts, and certain other exclusions from gross income. . | $.....--- 
(b) Compensation in excess of $900 received in the taxable year 1955 for personal 
services (This line does not apply to persons 75 years of age or over)............ ee SS 
7. Tentative credit (20 percent of line 120/ 
8. Total tentative credit on this retum (total of amounts on line 7, columns A and B)... .............5-5 $i. . SBS 
LIMITATION ON RETIREMENT INCOME CREDIT 
10. Less: Dividends received credit from line 5, Schedule J, above..............ceeceeceeceeeeneeeeees a 


12, Retirement income credit. Enter here and on line 13(b), pcge 1, the amount on line 8 or line 11, whichever 


120 
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SCHEDULE D 
(Porm 1040) 


GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 


Attach this schedule to your Income Tax Return, Form 1040 


For Calendar Year 1955, or other t 


, 1985, and ending 


Name and Address 


JOHN C. and MABEL SCOTT 


(I) CAPITAL ASSETS 


4. Kind of property (if necessary, attach statement 
of descriptive details not shown below) 


122 Co.(Worthless)| 7/2, 


worthless _ 


2. Enter your share of net short-term gain =o a from spdannaiiltin and fiduciaries 
3. Enter unused capital loss carryover from 5 preceding taxable years (Attach statement).............. .. ; 
4. Net short-term gain (or 


__ Short-Term Capital Gains and Losses—Assets Held Not More Than 6 Months 


Gain of loss (column 4 
plus column e ies: sum 
of columns f and g) 


on Term Copital Gains and Losses—Assets Held More Than 6 Months 


7. Net long-term gain (or | 


loss) from lines 5 and 6................ 


s 14,394 


8. Enter net t short. term gain (or loss) from line 4 

9. Enter net long-term gain (or loss) from line 7. pheee . 
Use lines 10 through 13 only if gains exceed losses in oe 8 —" 9. 
10. Enter short-term gain (line 8, col. a) reduced by any long-term loss (line 9, col. b) 
11. Enter long-term gain (line 9, col. a) reduced by any short-term loss (line 8 
12. Enter 50 percent of line 11 
13. Enter here and on line 1, Schedule D Summary, Form 1040, the sum of Ben 10 and 12 
Use lines 14 and 15 only if losses exceed gains in lines 8 and 9. 
14. Enter the excess of losses over gains on lines 8 and 9 


Gain or Loss To Be Taken Into Recount 


15. Enter here and on line 1, Schedule D Summary, Form 1040, the smallest of the following: (a) the amount on line 14; | 


(b) taxable income computed without regard to capital gains and losses and the deduction for exemptions; or 


(c) $1,000 


b. Loss 


16. Enter the income from line 5, page 2, of Form 1040 
17. Enter amount from line 12, column a, above 
18. Balance (line 16 less line 17) 


COMPUTATION OF ALTERNATIVE TAX 
} 


_ (See instructions on other side as to when the 


__ 34,526 


19. Ente? tax on amount on line 18 (Use applicable Tox Rate Schedule on page 14 of Form 1040 Instructions) . (6). | 's._2,563 


20. Enter 50 percent of line 17. 
21.. Alternative tax (line 19 plus line 20). 
tax on line 7, page 2, Form 1040 


If smaller than amount on line 6, page 2, Form 1040, enter this alternative 


| is 


a. Kind of property (if necessary, attach statement 
of descriptive details not shown betow) 


2. Enter your share of gain and fiduciaries 
3. Net gain (or loss) from lines 1 and 2. Enter here and on line 2, Schedule D Summary, Form 1040 


__ (1) PROPERTY OTHER THAN CAPITAL ASSETS 


h. Gain or toss (column 
plus column e less sum 
ot columas { and g) 


$ 150 * 


16—-71704-1 


Resic 


Ape 


(b- 
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GG 
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Schedule attathed e394. 
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6. Enter the full amount of your share of net long-term gain (or loss) from partnerships and fiduciaries... .. ipsimssineniiaiiialincaa Ape 
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|. Depreciation f. Cost or other 
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JOHN C. AND MABEL SCOTT 


STATEMENT ATTACHED TO AND MADE PART OF U.S. INDIVIDUAL INCOME 
TAX RETURN (FORM 1040) CALENDAR YEAR 1955 


SCHEDULE D—LONG TERM CAPITAL GAINS AND LOSSES 
Gross 


v Date Date Deprecia- Gain or 
Kind of Property Acquired Sold Cost Expense Laat 
1/ 5/45 2/20/55 $28,000 $ — $25,000 $ — $ 3,000 
Less—Portion of gain 
Pittsburgh property— 
3/ 1/35 3/1/55 18,000 15,000 3,000 
3/1/35 3/1/55 13,560 25,714(3) 36,000 (3) 3,274 
2/ 5/51 6/11/55 10,000 4,000 90 5,910 
3/ 1/54 12/ 1/55 5,000 4,000 50 950 
10/11/51 8/31/55 1,100 800 40 260 
Part 1—Problem 2 
(a) Reconciliation of inter-company accounts: 
Apex Company—due from A pex Sales Co. 
Dr. Cr. 
$31,836.00 $31,836.00 
Apex Sales Co.—due to A pex Company 
Dr. Cr. 
VR 34337-17879 (Goods received but not recorded) . 2,183.00 
VR 34340-17882 (January shipment recorded in error).............-++++ee00- $ 1,511.00 
$11,241.00 $11,241.00 
(b-1) 
Apex Company—A djusting journal entries 
To record SR 17881 
To record payment forwarded from Apex Sales Co. 12-31-55 
To record returned goods in transit 12-31-55 
Apex Sales Co.—Adjusting journal entries 


To record VR 34337-17879 received but not recorded 
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"To record Apex Company shipment in transit invoice Nos. 17880 and 17882 


To reverse December entry for goods shipped and received january, 1956 


(b-2) 


A pex Company—lInventory adjustment 
To record inventory of goods in transit at December 31, 1955 $2,329.00+ 1.2 
=$1,941.00 


Apex Sales Company—Inventory adjustment 


To record goods in transit to Apex Sales Co. at December 31, 1955 on invoices 
17880 and 17882. 


Part 1—Problem 3 
ELISE TOILETRIES, INC. 


LANO-LOV SKIN LOTION 
STANDARD COST OF PRODUCING ONE GROSS 


(a) 
Total Cost 
Container Cost 
Allowance for waste and breakage @ 2%................0.ccceccccececeeecececes 11 
000 
Raw Materials (Compounded in 125 gal. batches) 
Perfume oil (compounded in 90 Ib. batches) 
Manufacturing overhead $7 16.08 
Cost per Lane-Low batch 106.06. 85.40 
Direct Labor per Gross 
Manufacturing Overhead 


Net v 


Sols 
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ELISE TOILETRIES, INC, 
0.00 LANO-LOV SKIN LOTION—ANALYSIS OF LABOR COST VARIANCE 
FILLING AND PACKING FIRST WEEK’S PRODUCTION 
1.00 © essed direct labor hours for 800 gross production..............2cseeeceeeececeees 
1, 

— 
Solution—Problem 4 
‘ost 
CITY M—WATER DEPARTMENT 
WORKING PAPERS 
JANUARY 1, 1955-DECEMBER 31, 1955 
1955 Transactions Income and Expense Balance Sheet 
Dr. Cr. Dr, Cr. Dr. Cr. Assets Liabilities 
Cash.. $ 6,126 (14)$ 1,102) (7)$ 7,197) $ 717 
0 @ 147,842} (il) 147,316f 
Accounts receivable. . . 7,645 (1) 146,867 147,842 5,573 
3) 1,097 
13,826 (5) 31,424 32,615 12,635 
Investments of replacement fund... . 21,700 13 2,800 24,500 
Permanent property.............. 212,604 12 12,460 
11) 1,600 226 ,664 
Accounts payable........... $ 4,324 (15) 147,316 (13) 2,800 $ 4,318 
12 12,460 
(8) 23,000 
(4) 69,826 
(i1 7,800 
31,424 
} Customers’ deposits.......... sé 1,500 (10, 1 
Replacement load reserve...... ; 21,700 (11) 7,800 (9) 10,600 24,500 
Operating surplus................ 21,773 21,773 
Bonds payable.............. ee 60,000 (8) 20,000 40,000 
Capital surplus.......... 152,604 186 ,664 
(11) 1,600 
| (8) 20,000 
$261,901 $261,901 
Services......... (1) 146,867 $146,867 
l {’ Bad Debts....... 3 1,097 $ 1,097 
Operating expenses 4) 69,826 109,638 
; Retirement of bonds and interest 3 23,000 23,000 
; $ Depreciation......... a 9) 10,600 10,600 
. Expended for plant additions (12 12,460 12,460 
Interest income.......... (14) 1,102 1,102 
$676,166 $676,166 
$156,795 $147,969 
; Net decrease in current surplus 8,826 8,826 
$156,795 $156,795 
$278,915 $278,915 


j 
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Solution—Problem 4—Continued Part 1 


CITY OF M 
WATER DEPARTMENT 


BALANCE SHEET—DECEMBER 31, 1955 


(a) Parco, I 
Assets Liabilities and Capital Begin 
Cash 717 Accounts pa: Incon 
EES $226 ,664 Bonds $ 40,000 Divid 
Investments of replacement 24,500 Replacement fund reserve. ....... 24,500 Reset 
251,164 Capital surplus.................... 186,664 251,164 
$270,089 $270,089 ] 
CITY OF M Subco 
WATER DEPARTMENT 
STATEMENT OF INCOME AND EXPENSE—YEAR ENDED DECEMBER 31, 1955 ~~ 
(b and c) 
Income from service to customers... $146 , 867 
ng 
Payrolls and other cousting expenses......... $ 69,826 
Stores and used... 39,812 
Depreciation. . 10,600 120,238 Excess 
$ 26,629 Cost 
Other income and expense: Bool 
Interest on bonds. . . 
Accounts of prior year written off............ 1,097 R 
$ 4,097 
Interest on investments..................4.. 1,102 2,995 Exc 
$ 23,634 ~ 
Capital outlays 1! 
Retirement of bonds . $ 20,000 
Expended for plant additions............ ‘ 12,460 32,460 Bal: 
Net charge in operating surplus........... .-. $ 8,826 
Operating surplus—Dec. 31, 1955... $ 12,947 


Part 1—Problem 5 
PARCO, INC. 


CONSOLIDATING WORK SHEET 
DECEMBER 31, 1955 


Parco Subco 


Inc. Inc. Adjusimeni Eliminations Consolidated 
Assets 
Cash..... 490,327 $ 31,187 $ 521,514 
Accounts receivable. 940,227 203,287 1,143,514 
Advances to Subco, 180 ,000 (1) $180,000 
in Subco, inc. $50,000 (a) $22,754 436,230 91,016 
Reserve for loss, Subco, Inc. (67 ,602) (2) (67, 602) 
$4,079,452 $774,806 $548,628 $4,282,876 
Liabilities 
Accounts payable. . ‘ $ 298,627 $226,178 $ 524,805 
Federal income taxes 443, 443,500 
Advances from Parco, Inc.. ee 180 ,000 (1) $180,000 
4% Debentures due Dec. 31, "1963. 550,000 550,000 
Capital Stock: 
Parco, Inc. . 300 , 000 300 ,000 
Subco, Inc. 50,000 (2) 50,000 
Retained 
$4,079,452 $774,806 $22,754 $22,754 $548,628 $4,282,876 
Explanations 


(a) To amortize excess of cost over Lond value of investment in Subco, Inc. at 10% per annum. 

(1) To eliminate inter- -company & 

(2) To eliminate investment in Subco, i the related reserve, the capital stock and retained earnings of Subco, Inc. and to carry forward 
the unamortized investment cost which was in excess of book valu value acquired. 


| 
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Part 1—Problem 5—Continued 
RETAINED EARNINGS (PER BOOKS, BEFORE ADJUSTMENT) 
1954 1955 
Parco, Inc. 
Subco, Inc. 
Excess of cost over book value of stock of Subco, Inc. 
Book value: 
Amortization of excess 


519 
18, 925 
164 
0,08) 

} 
; 
“at 
16 
76 
0S 
0 
| | 


AUDITING 


R. K. Mavutz 


1956 C.P.A. Examination was given 

on Thursday, May 10, in a three and 
one-half hour session from 9 A.M. to 12:30 
P.M.; it included 7 questions, all of which 
were to be solved by the candidate. The 
total weight assigned to this section of the 
examination was 100 points, and the in- 
structions point out that the suggested 
time allowances for each problem are 
approximately equal to their point values. 
The questions were prepared by the Board 
of Examiners of the American Institute 
of Accountants. A grade of 75 is passing. 


Ts Auditing section of the May, 


Number 1 (Estimated time—10 to 16 


minutes) 


In making an examination of a company 
engaged in wholesaling goods you find that 
a very substantial part of the inventory of 
merchandise is on consignment’ to 
customers in other cities and at inde- 
pendent warehouses in other cities. State 
the procedures you would follow in your 
verification of the inventory on consign- 
ment and in warehouses. 


Number 2 
minutes) 


(Estimated time—22 to 32 


You are making an annual examination 
for the purpose of rendering an opinion 
regarding financial statements for use in 
an annual report to stockholders. Answer 
the following questions concerning events 
subsequent to the date of the financial state- 
ments: 

a. What auditing procedures should 
normally be followed in order to ob- 
tain knowledge of subsequent hap- 
penings? 

b. What is the period with which the 
auditor is normally concerned with 
regard to post-balance sheet events? 
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c. Give five different examples of events 
or transactions which might occur in 
the subsequent period. 

d. What is the auditor’s general re- 
sponsibility, if any, for reporting 
such events or transactions? 

e. In your report, how would you deal 
with each of the examples you listed in 
Part C? 


Number 3 (Estimated time—I18 to 25 
minutes) 


Weston & Brown, a partnership, are fee 
owners of valuable coal reserves and leased 
the property to Premur Coal Corporation 
on January 1, 1954 for a term of five years. 
The lease agreement provided for a royalty 
of $.25 a ton to be paid to Weston & Brown 
for each ton of coal mined and sold, based 
on railroad weight at the nearest railroad 
scales. The agreement further provided 
that the partnership had the right to 
examine the books and records of the 
corporation pertaining to such royalties. 
The coal was to be removed by the strip- 
mine, or open-pit, method and this mining 
operation, using union labor, was to be the 
only coal-mining operation engaged in by 
the Premur Corporation during the life 
of such lease. 

Each month since the beginning of the 
lease the Premur Coal Corporation has 
forwarded to the partnership a statement 
of the tons mined and sold and their check 
for the coal royalities in the indicated 
amount. 

Weston & Brown believe that the ton- 
nage being mined and sold greatly exceeds 
the amounts being reported to them. 

The partnership has never previously 
engaged professional accountants. On July 
1, 1955 you are engaged by Weston & 
Brown to ascertain whether the partner- 
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ship is receiving the proper royalties due 
under the lease. 

a. Outline the preliminary steps you 
would take before going to the 
Premur office. 

b. Outline the audit procedures you 
would follow in completing the 
engagement. 

Number 4 (Estimated time—22 to 32 
minutes ) 

A surprise count of the Y Company’s 
imprest petty cash fund, carried on the 
books at $5,000 was made on November 
10, 1955. 

The Company acts as agent for an Ex- 
press Company in the issuance and sale 
of money orders. Blank money orders are 
held by the cashier for issuance upon 
payments of the designated amounts 
by employees. Settlement with the Ex- 
press Company is made weekly with its 
representative who calls at the Y Com- 
pany office. At that time he collects for 
orders issued, accounts for unissued orders, 
and leaves additional blank money orders 
serially numbered. 

The count of the items presented by the 
cashier as composing the fund were as 
follows: 


Currency (bills and coin)................ $2,200 
Vouchers (made out in pencil and signed w 
N.S.F. checks (dated June 10 and 15, 1955). 260 


Copy of petty cash receipt vouchers: 
Return of expense advance. 


$200 
Sale of money orders (C 1015-1021) . 100 300 


Blank money orders—claimed to have been 
purchased for $100 each from the Express 
Company (#C1022 to 1027).............. 600 
At the time of the count there was also 

on hand the following: 

Unissued money orders #C1028-1037. 

Unclaimed wage envelopes (sealed and 
amounts not shown). 

The following day the custodian of the 
fund produced vouchers aggregating $400 
and explained that these vouchers had been 


Professional Examinations 


521 


temporarily misplaced the previous day. 
They were for wage advances to em- 
ployees. 
a. Show the proper composition of the 
fund at November 10, 1955. 
b. State the audit procedures necessary 
for the verification of the items in the 
fund. 


Number 5 (Estimated time—20 to 28 
minutes) 


a. You have been engaged for the first 
time to make an audit of the ac- 
counts of the Western Company 
which has been in business for ten 
years. Outline an audit program for 
the examination of the company’s 
income tax position. 

b. You are making your first audit of 
the accounts of the Southern Co. for 
the year 1955. For 1955 the income 
was approximately $800,000 before 
taxes, and Retained earnings Dec- 
ember 31, 1955 amounted to 
$110,000. The company has filed a 
Federal income tax return for 1955 
indicating a total tax of $400,000. In 
addition, you find that the Internal 
Revenue Service has disallowed part 
of the depreciation deductions 
claimed in 1952 and 1953 on certain 
fixed assets. The additional income 
tax liability resulting from the dis- 
allowances in 1952 and 1953 amounts 
to $50,000. The depreciation claimed 
in returns filed for 1952 through 1955 
was on a consistent basis. Upon exami- 
nation of the years 1954 and 1955, 
the anticipated disallowances will 
result in a further additional income 
tax liability for each year of $20,000. 
Your examination disclosed no ques- 
tionable items other than deprecia- 
tion deductions. 

Give the balance sheet presentation of 

the Federal income taxes payable in the 
following situations: 
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(1) The company has agreed to the dis- 
allowances and has accepted, but 
not paid, the Internal Revenue 
Service’s assessment of $50,000. 

(2) The company has been advised by 
its counsel that the disallowances 
are improper and has notified the 
Internal Revenue Service that the 
disallowances will be contested. 


Number 6 
minutes) 


(Estimated time—30 to 40 


The loan agreement of the X Manu- 
facturing Co. provides that a general audit 
of the accounts be made annually and that a 
copy of the auditor’s long-form report be 
sent to the bank making the loan. 

For each of the balance sheet classifica- 
tions listed below, state the information 
which you believe should ordinarily be 
included in the report, either in the 
financial statements or in the accompany- 
ing comments: 

Accounts receivable 
Inventories 

Investments 

Property and equipment 
Current liabilities 
Long-term debt 

Capital stock and surplus 


Number 7 (Estimated time—28 to 37 
minutes) 


The XYZ National Bank trust depart- 
ment operates a Common Trust Fund for 
the purpose of pooling money and diversi- 
fying the investments of certain small 
trust funds for=which the bank is the 
trustee. You have been engaged to audit 
the accounts of the “Common Trust 
Fund” as of December 31, 1955 for the 
purpose of (a) determining the net book 
value at that date and (b) the amount of 
income and capital gain or loss for the 
period then ended. You have previously 
audited the “Fund” for the year ended 
December 31, 1954. 

Securities of the “Common Trust Fund” 
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are held in a separate file in the bank safe. 
deposit vault. The trust department 
directors authorize all purchases and 
sales of securities. A separate bank ae. 
count and ledger is maintained for the 
“Common Trust Fund”; however, tran: 
actions, which are relatively few, are 
handled through normal channels of the 
trust department. 

You are to prepare an audit program 
for the examination of the Common Trust 
Fund. The only assets of the fund are 
cash, securities, and accrued income receiv- 
able. There are some liabilities for accrued 
expenses. 


Answer to Question Number 1 


1. Obtain a list of descriptions, quan- 
tities, amounts, and location of all in- 
ventory on consigment or in public ware- 
houses. 

2. Reconcile total of this list with 
inventory account balances, taking into 
consideration inventory quantities not on 
consignment or in warehouses. 

3. Ascertain the company’s practice 
with respect to pricing merchandise 
shipped on consignment and to ware- 
houses. If any mark-up over cost is in- 
cluded in the inventory price, such mark- 
up should be eliminated for statement 
purposes. Ordinary costs of shipping and 
handling, providing they are not duplicates 
of costs already included, should be in- 
cluded in the inventory price. 

4. Confirm by direct correspondence 
with the holders, all inventory quantities 
on consignment or in public warehouses as 
of the inventory verification date. If poss- 
ible, company employees should be re- 
quested to assist in preparation of con- 
firmation requests, but mailing and receipt 
of replies should be under the control 
of the accountant. Because of the time in- 
volved in obtaining replies, confirmation 
requests should be mailed as early in the 
work as possible. 

5. Because the operation of a public 


ware 
assur 
confi 
be 
majo 
orde 
test 
trac 
sum 
6. 
shou 
goo 
men 
4 7. 
stor 
con: 
sale 
the 
(ser 
ch 
abl 
igi 
co 
att 
4 shi 
: 0 
tot 
pr 
sic 
a 
or 
in 
in 
a 
A 
k 
d 


warehouse is not such as to give substantial 
assurance of the accuracy and validity of 
confirmed amounts, arrangements should 
be made to visit any locations at which 
major amounts of inventory are stored in 
order to examine the inventory and make 
test counts. Any such counts should be 
traced into the company’s inventory 
summary. 

6. For any substantial amounts not 
examined physically, shipping documents 
should be examined to assure that the 
goods were shipped; terms of the ship- 
ment should be investigated and the 
propriety of the entry reviewed. 

7. Warehouse receipts for amounts 
stored in public warehouses should be 
examined as should correspondence with 
consignees and recent copies of account 
sales received from consignees. Be alert to 
the possibility of stored or consigned goods 
serving as security for loans or other 
obligations, and the possibility of mer- 
chandise on consignment proving unsal- 
able. 

8. Review confirmations from  con- 
signees and warehouses and tie in with 
company’s shipping records, giving special 
attention to the inventory cut-off as of the 
inventory verification date so that no 
shipments are counted more than once or 
omitted from inclusion in the inventory 
total. 

9. Standard inventory verification 
practices with respect to footings, exten- 
sions and summaries, tests of pricing, 
and existence of obsolete and slow-moving 
or damaged merchandise should be made. 

10. An inventory representation cover- 
ing the merchandise on consignment and 
in warehouses should be obtained from 
appropriate company officials. 


Answer to Question Number 2 


a. The following auditing procedures 
should be followed in order to obtain 
knowledge of events subsequent to the 
date of the financial statements. 
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1. Read the minutes of any meetings of 
stockholders, of the board of directors, or 
of any important committees of the board 
of directors with a view toward discovering 
any matters pertinent to the operations or 
financial condition of the company. 

2. Obtain and study copies of any in- 
terim financial statements prepared by the 
company for periods subsequent to the 
balance sheet date. 

3. Inquire of company officers and key 
employees as to the occurrence of any 
important events or transactions subse- 
quent to the balance sheet date. 

4. In addition, certain procedures con- 
sidered to be a part of the normal audit 
work also are effective in disclosing events 
occurring subsequent to the balance sheet 
date. For example, the review of bank 
statements obtained after the balance 
sheet date, the search for unrecorded 
liabilities, review of the collectibility of 
receivables, and investigation of pending 
litigation by correspondence with attor- 
neys may uncover subsequent events. 
Throughout the examination, the auditor 
should be alert to indications of events or 
transactions occurring after the balance 
sheet date but of importance to readers of 
the statements. 

b. The period with which the auditor 
is normally concerned with regard to post- 
balance sheet events extends from the 
date of the balance sheet through the last 
day of active work on the examination, 
which generally is the last date he works 
at the client’s place of business. This is 
also commonly used as the date of the 
audit report. Of course, if some event 
should come to his attention after he has 
completed his field work but before the 
report is issued, he has a responsibility 
to give it adequate consideration also. 

c. Examples of post-balance sheet 
events are. 

1. A fire, flood, or other physical act 

effecting substantial destruction. 

2. The bankruptcy of an important 
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debtor whose account was considered 
collectible at the balance sheet date. 

3. The conclusion of litigation estab- 
lishing a material obligation. 

4. The conclusion of negotiations with 
respect to establishment of a profit- 
sharing or pension agreement. 

5. A major strike or other work-stop- 
page closing down a substantial por- 
tion of the company’s facilities. 

d. The auditor’s responsibility for re- 
porting such events or transactions in the 
financial statements is secondary to that 
of the company. He should (1) make a 
reasonable effort to discover their exist- 
ence (see part (a) of this solution); (2) 
require adequate disclosure in the finan- 
cial statements or notes attached thereto 
of any such events or transactions that 
have a material bearing on the results of 
operations or financial condition of the 
company reported on; (3) include an 
exception in his opinion if disclosure which 
in his own judgment is required is re- 
jected by the client. 

e. The examples listed in part (c) should 
be dealt with as follows in the auditor’s 
report: 

1. Explain nature and extent of loss, 
including effect on client’s operations and 
productive capacity, in a note to the 
financial statements. 

2. If the allowance for uncollectibles is 
insufficient to cover this item and other 
reasonably anticipated losses, an additional 
provision should be made. It is common 
practice to consider post-balance sheet 
events such as this in determining the 
necessary provision for uncollectible ac- 
counts. It would be less common but 
might be desirable to explain in a footnote 
the loss of a major customer which might 
be the case if the receivable in question 
arose from sales. 

3. Unless the litigation is unrelated to 
the activities of prior periods, which seems 
unlikely, the loss should be recognized as a 
charge to income or retained earnings in 
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the year under examination. Fhis would 
require including the liability in the 
balance sheet as well. 

4. Footnote disclosure of the establish- 
ment of the profit-sharing or pension plan 
together with its anticipated impact on 
the company’s operations and financial 
condition should be made. 

5. Footnote disclosure should be made 
of the existence of the work stoppage 
including some description of its extent 
and importance. There is little difference 
between the financial effects of a strike and 
a so-called “act of God,” such as a fire or 
flood, insofar as readers of financial state- 
ments are concerned. 


Answer to Question Number 3 


a. Preliminary steps before going to the 
Premur office: 

1. Obtain a copy of the lease agreement 
and study its terms and requirements. 
Give particular 2ttention to the apparent 
intent of the lease with respect to the 
meaning of the expression “mined and 
sold,” and determine whether the terms 
with respect to examination of books and 
records are such as to make available to 
you all records necessary for a satisfactory 
examination of the royalty payments. 
Request clarification from Weston & 
Brown’s counsel of any passages which are 
not clear. 

2. Obtain copies of the monthly state- 
ments of tons mined and sold supporting 
the royalty payments since the beginning 
of the lease and review for arithmetical 
accuracy or other irregularities, incon- 
sistencies, and any unexplained fluctua- 
tions in volume of coal mined and sold. 
Prepare a schedule of payments received 
for comparison with Premur’s records. 

3. Obtain from Premur Coal Corpora- 
tion, if possible, a copy of their contract 
with the labor union. Certain “fringe 
benefits” to members of the union are 
contingent on volume mined and the 
union contract may include provision for 
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the determination and verification of 
tons mined. 

4. Make arrangements through Weston 
& Brown for permission to obtain neces- 
sary records and working facilities at the 
Premur office and obtain a letter of intro- 
duction. 

b. Audit procedures to be followed in 
completing the engagement: 

1. Review the accounting and operating 
procedures of Premur Coal Corporation 
with respect to the mining and sale of 
coal. Investigate especially the possibility 
of shipments by truck, sales to employees, 
local sales not requiring rail shipment, 
and the like. Bear in mind that inadequate 
royalty payments may arise through im- 
proper activities of employees of the 
Premur Coal Corporation as well as deliber- 
ate understatements by its management. 

2. Request for examination production, 
sales, shipping, and inventory records. 
Examine these from the standpoint of 
determining tons mined and sold each 
month and compare amounts thus deter- 
mined with amounts shown in the state- 
ments received by Weston & Brown. 

3. Examine production records kept by 
operating crews as well as formal office 
reports and watch for inconsistencies. 

4. Examine available shipping docu- 
ments for shipments not included in 
royalty statements, and reconcile ship- 
ments per records with recorded sales for a 
test period. 

5. Examine sales records for possibility 
of sales omitted from royalty statements; 
reconcile sales account balance with 
royalties paid. 

6. Determine benefit payments to labor 
union and reconcile tonnage used as basis 
for such payments with tonnage on which 
royalties are paid. 

7. Physically inspect inventories of 
mined but unsold coal and obtain state- 
ments from appropriate company per- 
sonnel as to quantities on hand. Compare 
with inventory records. 
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8. Reconcile recorded sales and royalties 
paid with income tax returns and other 
reports containing statements of tonnage 
mined, 

9. Review payroll records and employ- 
ment records from the standpoint of 
learning average production per employee 
and per shift and compare with recorded 
production for any discrepancies. 

10. Review accounts receivable records 
and for a test period reconcile collections 
with billed sales and shipments. Be alert 
for any special sales arrangements pro- 
viding for quantity shipments at reduced 
rates which might affect royalty calcula- 
tions based on an assumed standard sales 
price. 

11. If possible, and if considered neces- 
sary, obtain from railroad a summary of 
shipments for a test period and compare 
with recorded sales. 

12. Agree details of checks received by 
Weston & Brown with details in check 
register of Premur Coal Corporation for 
checks issued. 


Answer to Question Number 4 


a. The composition of the Y Com- 
pany’s imprest petty cash fund at Nov- 
ember 10, 1955 is as follows. 

Y COMPANY 


PETTY CASH COUNT 
NOVEMBER 10, 1955 


Currency (bills and coin)...............++- $2,200 


Less cash deposited in fund but not a part of 
the imprest fund: 
Return of expense advance. . $200 
Sale Bs money orders (gC 1015 to 
21) 


Imprest cash in fund.................. $2,400 
Unexplained shortage. 1,600 
Total per general ledger............. $5,000 


Notes: (1) In view of the fact that the representative 
of the Express Company collects for money orders after 
issue rather than in advance, blank money orders 
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#C1022 to 1027 have not been included as a part of the 
fund. 

(2) The vouchers aggregating $400 produced by the 
custodian on the day following the count should be 
carefully examined as to authenticity. As they represent 
wage advances to employees they can be verified by 
correspondence with the employees. If adequate in- 
vestigation finds them to be in order, they may be added 
to the fund and the shortage thereby reduced to $1,200. 


b. Because of the apparent shortage, 
extra precautions should be taken in 
verifying the various items in the fund. 
Audit procedures applicable under the 
circumstances are as follows: 

1. Count coin and bills. (According to 
the terms of the problem this has been 
done.) 

2. Cashed checks should be examined 
and approval for their cashing investi- 
gated. If there remains any question as to 
their propriety they should be deposited 
under control and the bank requested to 
notify the auditors if they do not clear 


satisfactorily. 
3. Vouchers should’ be _ carefully 
examined for authenticity, apparent 


propriety of the expenditure, erasures or 
alterations, adequate supporting invoices, 
and the like. Inasmuch as the total amount 
is substantial, a sample should be selected, 
including some the larger items, and if 
possible should be confirmed directly with 
the payees. 

4. The N.S.F. checks should be 
examined for apparent propriety and for 
bank stamps indicating deposit and return. 
If possible they should be confirmed by 
direct correspondence with the drawer. 
The reason for holding the checks for such 
an extended period should be investigated, 
and they should be cleared from the fund 
either as receivables or as losses. 

5. The amount deposited as a return 
of an expense advance should be con- 
firmed directly with the individual con- 
cerned to insure that the amount is cor- 
rect. In view of the implication that other 
returns of expense advances may have 
been added to the fund, some investiga- 
tion of expense advances generally should 
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be made to discover whether this has 
taken place. 

6. The amounts of money orders sold 
should be checked against duplicate copies 
or other records. The last report from the 
Express Company should be examined, 
All numbers since the last money order 
reported as issued should be accounted for, 
Arrangements should be made to meet 
with the representative of the Express 
Company to verify that all money orders 
received from him by the company can be 
accounted for satisfactorily. At the same 
time the question of whether blank money 
orders #C1022 to 1027 were paid for in 
advance should be answered. If it is im- 
possible to meet with the representative 
of the Express Company, these matters 
should be ascertained by direct correspon- 
dence. 

7. All unclaimed pay envelopes should 
be opened and the contents counted and 
reconciled with the payroll records. A list 
of unclaimed wages should be obtained 
from the payroll department and compared 
with the pay envelopes on hand to deter- 
mine if any pay envelopes are missing. 

8. Investigation should be made as to 
the established amount of the fund and 
the necessity of carrying an imprest fund 
of this amount. Recommendations for im- 
provement of the internal control should 
be made with respect to preparing 
vouchers in ink, removing unclaimed pay 
envelopes from the control of the petty 
cash custodian, and eliminating the prac- 
tice of depositing returned expense ad- 
vances in the fund. Any other specific 
weaknesses discovered during the exami- 
nation should also be the subject of re 
commendations for improvement. 


Answer to Question Number 5 


a. Obtain from company’s files copies of 
internal revenue agent’s reports and tax 
returns from the inception of the com- 
pany through the last report received. 
Examine them particularly for adjust- 
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ments of a material and/or recurring na- 
ture. 

Obtain copies of Federal income tax re- 
turns since the last internal revenue 
agent’s report. Examine cancelled checks 
for amounts paid, and reconcile remainder 
with liability account balance. Reconcile 
income per tax return with net income per 
books for each year, examining each recon- 
ciling item for possible income tax implica- 
tions. 

Consider the possibility of income tax 
adjustments similar to any found in the 
review of previous years’ settlements. 

If any returns are currently under 
examination by the Internal Revenue 
Service, discuss with agent any proposed 
adjustments and consider their influence 
on past and future tax liability. 

Review carefully in connection with 
your general audit procedures such items 
as depreciation rates, allowances for un- 
collectibles, policy with respect to charges 
for maintenance, betterments and repairs, 
deferred and accrued items, and the like. 

Correspond with the company’s counsel 
and request information with respect to 
any peculiar tax problems known to the 
counsel and any litigation related to the 
company’s tax position. 

Throughout the review, consideration 
should be given to the possibility of over- 
assessment of taxes as well as under- 
statement of the liability. 

b. (1) The amount of the additional 
income tax assessment accepted by the 
Southern Company should be shown as a 
current liability. Likewise, the expected 
additional assessments of $20,000 a year 
for 1954 and 1955 should be shown as a 
liability because acceptance of the 1952- 
53 assessment effectively accepts these as 
well. In order to coordinate the balance 
sheet liability with the provision in the 
income statement and the charge to 
earned surplus for prior years’ assessments, 
the liability may be divided into two parts 
as follows: 
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CURRENT LIABILITIES 


Federal income taxes payable 
For year ended December 


Additional assessments re- 

lating to income of prior 

years (1952-1954)...... 70,000 $490,000 


b. (2) Under the assumption that 
company counsel considers the disallow- 
ances improper, the company would not 
include the additional assessments as 
liabilities, but because of the materiality 
of the amount involved should disclose by 
footnote the fact of the assessment. The 
balance sheet presentation might be: 
CURRENT LIABILITIES 

Federal income taxes payable (Note 1).. $400,000 


Note 1. The company has been notified by the Inter- 
nal Revenue Service of additional assessments of Federal 
income taxes for 1952 and 1953 in the amount of 
$50,000. Legal counsel advises that these additional 
assessments are improper and they are being contested. 


Answer to Question Number 6 


The distinction between balance sheet 
and other disclosure in a long-form report 
is not always clear, nor is the extent of 
desirable disclosure fixed. The following 
seem to meet the terms of this question. 

Accounts Receivable. The balance sheet 
presentation should show the total amount 
of receivables classified by major type such 
as trade, affiliated companies, employees, 
officers, etc. Any receivables not currently 
due should be given special classification. 
An aging schedule showing the amounts 
currently due and of various ages should 
be included in the report. The provision for 
uncollectibles should be shown and a 
statement as to its adequacy made. The 
company’s experience with respect to 
uncollectibles as related to sales over the 
past few years might well be included. The 
amounts of any accounts receivable 
pledged, discounted, or assigned should be 
shown. Accounts receivable turnover rates 
(or average age of the accounts) should 
be computed and included. 

Inventories. The balance sheet pre- 
sentation should show the total inventory 
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classified as to type such as finished goods, 
work in process, raw materials, and pur- 
chased parts. The basis of pricing and, if 
pricing is on a LIFO or other basis con- 
siderably different from current costs, 
the current replacement market price 
should be given. Indication of whether 
the inventory is based on book records or a 
physical count should be included. Any 
amounts pledged as security for loans or 
advances or reserved for specific purposes 
should be disclosed. Inventory turnover 
rates should be included in the report 
and any substantial amounts of obsolete or 
obsolescent inventory should be disclosed 
along with the basis for pricing such stock. 
Investments. The balance sheet should 
include the total investments at both cost 
and market and classified as to temporary 
and long term. The report could well in- 
clude a schedule showing for each major 
investment and for the remainder as a 
group a description of the security, the 
number of shares or bonds held, cost, 
current market value, income earned dur- 
ing the year, and the results of any trans- 
actions undertaken during the year. Any 
securities given as collateral for loans or 
other obligations should be disclosed. 
Property and Equipment. The balance 
sheet should show at least the total 
amount, accrued depreciation, and the 
basis for valuation. The report should 
include a schedule showing all important 
classes of property and equipment with 
an adequate description of the items, the 
estimated life or depreciation rate, cost, 
depreciation to date, and insurable and 
insured values. Any reliable appraisal 
figures could be included in this schedule. 
Standby, obsolete, or obsolescent facilities, 
if material in amount, should be disclosed 
together with the basis of valuation. Any 
assets serving as security for notes or other 
obligations should be shown. Any major 
transactions occurring during the year 
and any plans or commitments for future 
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transactions indicated in the minutes g 
board of directors’ meetings should by 
described. 

Current Liabilities. The total of current 
liabilities properly classified by major 
types such as bank loans, trade creditors, 
income taxes, accrued liabilities, and the 
like should be shown in the balance sheet, 
If any obligations are particularly im. 
portant, details of due dates, interest rates, 
etc. might be included. Any cbligations 
secured by the pledge of specific assets 
should be indicated. 

Long-term Debt. A description includ. 
ing the nature, amount, maturity date or 
dates, interest rate, and any special fea- 
tures of each obligation should be dis 
closed. Any obligations secured by the 
pledging or mortgaging of specific assets 
should be shown. Any transactions in the 
current year affecting the long term debt 
and any firm commitments with respect 
to future transactions should be explained 
fully. 

Capital Stock and Surplus. For each 
issue of stock, a description including the 
type of stock, par or stated value, if any, 


redemption value if different from par or § 


stated value, any preference features, 
dividend rates if fixed, and the number of 
shares authorized, issued, reacquired, and 
outstanding should be shown. Any shares, 
whether unissued or treasury, held for 
special purpose such as sale to employees 
or issuance to designated officers should be 
described. For paid-in or other capital 
surplus, the major sources should be 
given and a description of the balances. For 
appraisal surplus, a description of the 
assets appraised, the basis of the valuation 
used, the name of the appraiser, and the 
amount should be included in the report. 
Any restrictions on the availability of 
earned surplus for dividends should be 
indicated. Transfers to and from surplus 
reserves should be explained and the 
balance of any such reserves described. 
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Dividends paid or declared during the 
period should be shown. Charges and 
gedits to earned surplus for any reason 
should be explained. Any transactions 
afecting net worth accounts in any 
significant amount should be described. 


Answer to Question Number 7 


Review the internal control over trans- 
actions affecting the “Common Trust 
Fund” and familiarize yourself with the 
charter of the fund and the trust agree- 
ments of the various component funds. 
Satisty yourself that inclusion of the 
component funds is proper. (This should 
have been done in connection with the 
previous audit but should be extended to 
include at least any new funds added this 
period. ) 

Obtain a copy of the general ledger of 
the fund and take a trial balance or check 
back a copy of a trial balance obtained 
from the bank employees. 

Obtain a bank statement with cancelled 
checks for December 1955 and prepare 
a bank reconciliation. Confirm the balance 
on deposit at December 31 and the 
existence of any liabilities. Obtain a cut- 
off statement as of January 10 or later; 
trace deposits in transit at December 31 in- 
to the bank statement; examine checks 
outstanding at December 31 returned with 
the cut-off statement; examine other re- 
tumed checks noting and investigating 
any which appear unusual. 

Examine and count all securities on 
hand at December 31, 1955 comparing 
certificate numbers with those in the 1954 
work papers where no transactions during 
the year are indicated. If possible, a 
schedule of securities held for the fund 
should be obtained from bank employees in 
advance and used as the basis for this 
count. 

Either have bank employees prepare or 
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prepare yourself a schedule of securities 
at 12/31/54, transactions during the year, 
and balances at year end at both cost and 
current market values. Check beginning 
balances against last year’s work papers. 
Verify transactions by reference to min- 
utes of trust department directors’ meet- 
ings and to original brokers’ advices. 
Compare ending balances with count of 
securities. Verify market prices by refer- 
ence to current quotations. Prove exten- 
sions and footings. Insure that gains and 
losses on disposition of securities have been 
accounted for properly in terms of the 
trust agreements. Review treatment of 
such items as stock dividends, splits, and 
the like. 

Use a standard dividend guide for stocks, 
and interest rates and dates for bonds, to 
determine the income that should have 
been received from all securities held dur- 
ing the year. Trace income into cash 
receipts and trust income. 

Compute accrued income receivable. 

Review liabilities for accrued expenses 
and obtain a representation from appro- 
priate officers with respect to unrecorded 
liabilities. 

Analyze major expense accounts and 
review appropriateness of charges to in- 
come and principal. Test transactions by 
reference to documentary evidence and 
investigate authority therefore. 

Reconcile total of individual small trust 
funds with the common fund and in- 
vestigate division of income and capital 
gains among the component funds. 

Examine withdrawals by individual 
trust funds and payments made to them, 
investigating authority for each. Make 
sure that such payments are within the 
bounds of the specific trust agreement and 
properly authorized. Review additions to 
the fund and examine directors’ minutes 
for approvals. Account for cash and 
securities received. 
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CALIFORNIA 
Los Angeles State College 


Mary E. Mourpay has been appointed Ameri- 
can correspondent for the Accountants Journal of 
New Zealand. Miss Murpuy will attend the Na- 
tional Federation of University Women’s meeting 
in Paris this summer, and she will also attend 
the coming first session of the International Eco- 
nomics Association this summer in Rome. 


ILLINOIS 


RottaND M. Bristor is now a CPA em- 
ployed as advisory auditor for the Atomic Energy 
Commission at Lemont, Illinois. 


Southern Illinois University 


Mary Barron has been granted leave 
for next year to serve as assistant auditor for the 
State of Kentucky. 

D. Swick has been appointed professor, 
and Emerson C. Ers instructor for the term be- 
ginning in September, 1956. Both had previously 
taught accounting at Indiana University. 


Loyola University 

Tuomas J. McCrAckKEN and Rev. Dumas L. 
McC teary have joined the faculty as assistant 
professors. 

RosBert E. MEIER has been appointed vice- 
chairman of the accounting department. 


IOWA 
Drake University 


REUBEN A. WAGNER has been granted leave of 
absence for 15 months to serve on the staff of 
Peat, Marwick, Mitchell and Co., in Chicago. 

M. B. DrLtey will serve as visiting professor 
at the University of Utah during the summer 
quarter. 


KANSAS 


University of Wichita 


The annual Petroleum Accounting Conference 
was held on the campus in April. The program 
featured speakers from many areas of the pe- 
troleum industry, as well as representatives of 
national firms of CPAs. 


ASSOCIATION NOTES 


E. Burt AUSTIN 


Epiror’s Nore: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, A. and M. College, Commerce, Stillwater, Oklahoma. At intervals, a routine request is mailed asking for this 
information, but readers need not wait for these communications. 
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MARYLAND 
The Johns Hopkins University 


Erroy J. SNOUFFER has been appointed lee. 
turer. 

SmwNEY Davipson has been promoted to the 
rank of professor. He will serve on leave during 
the coming year as visiting lecturer in accounting 
at the London School of Economics. 

LEonaRD B. Row tes has been elected 
retary of the Maryland Association of CPAs. 


MICHIGAN 


University of Michigan 


WILLIAM J. SCHLATTER is spending the current 
school year at the Instituto Post-Universitario 
Per Lo Studis Dell’ Organizzazione Aziendale, 
Turin, Italy. 


Wayne University 


For the fourth summer, the university wil 
conduct intensive training courses in electronic 
computers and their business and industrial ap- 
plications. Last summer, 400 students from var- 
ous parts of the country attended the summer 
program. Nationally known specialists partic: 
pated as lecturers and discussion leaders. 


MISSISSIPPI 
Mississippi State College 


JoserH F. Curry has resigned to join the 
staff of Arthur Anderson & Co., Houston, Texas. 


NEW YORK 
New York University 


Goutp L. Harris has recently made talks be 
fore the following groups: Merrimack Valley 
Chapter of NACA; Reading, Pennsylvania, 
Chapter of NACA; Federal Government Ac 
countants’ Association; and Nassau-Suffolk Chap 
ter of the New York Association of Ceztified 
Public Accountants. 

Morton Backer, of West Virginia University, 
will join the faculty as associate professor this fall. 


Canisius College ] 


Rosert G. ALLYN recently resigned as comp 
troller and treasurer of Winslow Mfg. Co. 2 
Ohio to become associate professor here. ALLY 
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LLYN 


recently gave a series of lectures before the Ameri- 
can Society of Women Accountants on statement 
preparation and analysis. 


Long Island University 

EmsAR BRADFORD, JR. has been added to the 
staff as a lecturer. 

The department held its annual honors dinner 
in March, at which the title “Honored Fellow of 
Accounting for 1956’ was presented to J. S. 
SempMAN, of Seidman & Seidman, for his out- 
standing contributions to the furtherance of 
the accounting profession. 


NORTH CAROLINA 
Duke University 


Rosert L. Dickens has returned to the staff 
after a year’s leave of absence spent with Price, 
Waterhouse & Co., in New York. 

WiruramM J. STEWART, of the University of 
Melbourne, Australia, is teaching at the univer- 
sity this year. 

Martin L. Brack, Jr. has received a Ful- 
bright appointment to teach in Canberra Uni- 
versity College in Australia. He will leave the 
United States in June and return at the end of the 
first semester. 


OHIO 
The Ohio State University 


The Department of Accounting has joined 
with the Public Accountants Society of Ohio and 
the Ohio Society of Certified Public Accountants 
in cosponsorship of a series of conferences on ac- 
counting theory and practice for the benefit of 
public accountants in Ohio. 

Eric L. Kowier served during the winter 
quarter as a visiting professor. 

Howarp C. GREER is a visiting professor dur- 
ing the spring quarter. 

M. Stocum, formerly with Peat, 
Marwick, Mitchell & Co., is a new instructor on 
the staff. 

LEo D. Stone will move shortly into the De- 
partment of Business Organization. 

James R. McCoy has been appointed Chair- 
man of the department to succeed the late HER- 
MANN C. MILLER. 

The Eighteenth Annual Institute on Account- 
ing was held on the campus in May. 


Western Reserve University 


T. M. Dickerson, chairman of the depart- 
ment, and Oswa.p L. NIELSEN, of Stanford Uni- 
versity, arranged an exchange professorship for 
the coming summer. 


Association Notes 


OKLAHOMA 
Tulsa University 


The university was host in April to the Tenth 
Annual Conference of Accountants. The program 
featured outstanding speakers from the field of 
industrial accounting, as well as public account- 
ing. 

PENNSYLVANIA 
University of Pittsburgh 


H. J. has been appointed lecturer in 
accountiug. 

D. R. Drttey has resigned from the staff. 

L. A. WERBANETH, JR. spoke before the Pitts- 
burgh Chapter of the Institute of Internal Audit- 
ors on employee tax problems. 

W. W. Frasure and J. H. Rossetti spoke at 
two recent management conferences for heating 
and air conditioning dealers. 

F. Van Scoyoc passed the November CPA 
examination. 

Wittarp E. Srone has been elected to the 
Grand Council of Beta Alpha Psi. 


TEXAS 
University of Texas 


Gienn A. WetscH and Jim G. ASHBURNE 
are presently serving as president and secretary, 
respectively, of the Austin Chapter of the Texas 
Society of CPAs. 

The following staff members have made 
speeches before the following groups: 

C. AUBREY SMITH, joint meeting of East Texas 
Bankers and CPAs; 

GLENN A. WELSCH, joint meeting of San An- 
tonio Bankers and CPAs; 

CHartEs T. Central Texas 
Chapter, Texas Association of CPAs; 

Joun Arcu Waite, North Carolina Associa- 
tion of CPAs, Texas Association of University 
Instructors in Accounting, Texas A. and M. Ac- 
counting Conference, and the Tulsa Accounting 
Conference; 

Rosert L. GRINAKER and DALE S. HARWoop 
will join the staff as assistant professors in Sep- 
tember. 


Texas A. and M. College 


The Ninth Annual Accounting Conference, 
sponsored jointly with the accounting organiza- 
tions in Texas, was held in April here at the uni- 
versity. Speakers were presented who were es- 
pecially qualified in the area of accounting deal- 
ing with management problems, 
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BOOK REVIEWS 


ARTHUR M. Cannon, Editor 


Perry, Public Accounting Practice and Accounting Education 
AMERICAN INSTITUTE OF ACCOUNTANTS, Accounting Trends and Tech- 


Sidney G. Winter 


Proceedings of the Seventeenth Annual Institute on Accounting...... 
KELLy, The Accounting Process 
NEUNER AND NEUNER, Accounting Systems 
Craic, Administering a Conversion to Electronic Accounting 


PUNCHED CARD PUBLISHING Co., The Punched Card Annual, Vol. IV 


William J. Schrader 
George B. Stenberg 


PALEN, Report Writing for Accountants 
Hotmes, Auditing Principles and Procedures, 4th ed 
JouNsoN, Principles of Auditing 
STETTLER, Auditing Principles 


B. Bernard Greidinger 
Edward J. Kelly 


GUTHMANN AND DovGaALt, Corporate Financial Policy, 3rd ed........ 
MILLs, Statistical Methods, 3rd ed 
SNYDER, Measuring Business Changes 
SNYDER, Elements of Business Mathematics for Colleges 


Henry I. Kester 

I. Abramowitz 
James S. Schindler 
Charles W. Allison 


Management 
Newcomer, The Big Business Executive—The Factors That Made 


Maurice E. Peloubet 


Mary E. Murphy 
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Donatp P. Perry, Public Accounting Practice and Ac- 
counting Education (Cambridge: Harvard University, 
1955, pp. xii, 65, $1.50). 


Mr. Perry is the fifteenth lecturer at the Harvard 
Business School under the auspices of the Arthur Lowes 
Dickinson Fund, which was established in 1929 by 
Price, Waterhouse & Co. A partner in Lybrand, Ross 
Bros. & Montgomery at Boston and, in 1955, a vice 
president of the American Accounting Association, Mr. 
Perry joins a distinguished company. 

The present volume contains the two lectures given 
last fall. The scope of the discussion of current pro- 
fessional practice may be understood from the following 
headings: 

The Growth of the Profession 

The Place of Accounting in the Business World 

Areas of Public Accounting Practice 

Present Day Approach to Auditing 

Services Other Than Auditing 

Professional Responsibilities and Independence 

Certainly of very general interest are Mr. Perry’s 
views on the present day approach to auditing. In some 
ten pages he comments briefly and clearly on such items 
as generally accepted accounting principles, the audi- 
tor’s need to be fully acquainted with the client’s opera- 
tions and policies, and the necessity of an understand- 
ing of our economy as a whole. Attention is focused on 
recent auditing developments classified “under three 
heads: first, responsibility for discovery of fraud; sec- 
ond, crystallization of auditing standards; and, third 
increased recognition of criteria of materiality.” Em- 
phasizing the decrease in “detailed checking,” the 
development of internal auditing departments, stand- 
ards of personal competence and independence of atti- 
tude, and increased attention to materiality, the lec- 
turer highlights the transition from the old order to the 
new in the auditing field. 

The comments on services other than auditing 
should be of interest to both the professional account- 
ant and the layman. Welcome, indeed, is the warning 
that there is danger in undertaking too many special- 
ties. 

In summarizing his first lecture Mr. Perry states 
“first, that public accounting as a profession is still ina 
dynamic period of development paralleling the vigorous 
advances taking place in our complex industrial system 
and in the managerial methods for directing that sys- 
tem; secondly, that auditing practice has become much 
more than the following of routine steps of examination, 
calling for a high order of informed judgment based on 
recognized general standards and on broad understand- 
ing of business organization, business methods, and 
business relationships; and thirdly, that professional 
responsibilities of accountants, including consulting 
work, should be governed by viewing such work in 
proper perspective, by understanding cooperation with 
other specialists and by a high order of personal in- 
tegrity.” 

The second lecture on accounting education is pre- 
sented under the following major headings: 

The Present Varied Educational Pattern 


Book Reviews 


Accounting 


Problems in Present Accounting Education 
The Need for Professional Programs 

The Accounting Subjects 

The General Educational Pattern 

The Problem of Uniform Requirements 


In the press and from the platform we are not with- 
out evidence that in matters educational (primary, 
secondary, and higher) there are many “experts.” It 
follows that no one will agree completely with Mr. 
Perry’s position. It is not unreasonable to expect that 
from some of those who cannot, for example, distin- 
guish between (1) experience as a prerequisite for admis- 
sion to the C.P.A. examination and (2) experience as a 
prerequisite to engaging in practice as a C.P.A. will come 
firm disapproval of some of his statements. 

We are constantly reminded of the hazard inherent in 
quoting out of context. With a fond hope that no vio- 
lence be done, the following bits are presented as il- 
lustrative of the color and forthrightness of the dis- 
cussion under review. 

“It is generally agreed that by and large the best 
formal preparation for public accounting is now pur- 
sued in the collegiate schools of business, including 
undergraduate work, post baccalaureate study, or 
both.” 

“There has not been time for accepted standards of 
education to evolve as in the older professions, such as 
law and medicine, which themselves went through con- 
fusing periods of development before their present pro- 
grams of education emerged.” 

“Obviously teachers should make every effort to 
keep in touch with developments in practice, just as it 
is a responsibility of practicing members of the pro- 
fession to keep actively interested in the educational 
and research activities of its academic members.” 

“While in some schools practicing accountants now 
devote part time to teaching, such arrangements might 
well be extended, particularly where leaders and senior 
members of the profession with tutorial abilities might 
be more extensively drawn into the educational picture, 
so long as the solid body of a permanent faculty is not 
weakened by overreliance on part-time instruction.” 

“Auditing has been called a difficult subject to 
teach and auditing courses have been subject to more 
criticism by the practicing profession than any others 
in the accounting field. This criticism stems probably 
from an unwarranted expectation on the part of em- 
ployers that the student who has completed an auditing 
course should be ready to find his way about an un- 
familiar set of accounting records and to plan and exe- 
cute an examination of them.” 

“Many accounting curricula would profit by con- 
centrating on basic intensive courses rather than over- 
extending into such applied courses as principles of 
real estate accounting or the theory of stock brokerage 
accounting.” 

“But again instruction in taxation should be limited 
to central and basic aspects rather than including de- 
tails of law and regulations which even the specialized 
tax practitioner does not attempt to carry in his mem- 
ory.” 
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“After all, the particular problems and cases which 
might be presented in an accounting curriculum would 
not exhaust the field in a lifetime of study. The student 
should realize this and understand that a career in any 
profession calls for continuing study and research.” 

“Liberal education will place a man on an equal 
social and intellectual footing with other professional 
people—educators, lawyers, doctors, and engineers, 
as well as with top business executives.” 

“So the purpose of study of the liberal arts is not to 
acquire a store of facts but rather ideas and attitudes 
and particularly a set of standards which enable the 
educated man to recognize the first rate in any field, 
including his own.” 

“To me the most fruitful direction for a solution is 
to see that academic work concentrates on principles, 
problems, and methods of solution, leaving the practical 
answers, detailed applications, and factual material to 
be learned later on the job.” 

In attempting to present Public Accounting Practice 
and Accounting Education in two lectures, Mr. Perry 
essayed a formidable task. It is the judgment of this 
reviewer that he deserves a “well done.” 

Reviewing the first three Dickinson Lectures some 
fourteen years ago, the present writer expressed a 
thought which may well be repeated here: “The ac- 
counting profession is indebted to those responsible 
for the decision to publish these lectures in a form avail- 
able to the members of the profession and to the public 
at large.” 

Smpney G. WINTER 
Professor of Accounting 
State University of Towa 


RESEARCH DEPARTMENT, AMERICAN INSTITUTE OF 
ACCOUNTANTS, Accounting Trends and Techniques 
(New York: American Institute of Accountants, 
1955, pp. 266, $10.00). 


This ninth annual survey of the accounting aspects 
of 600 corporate annual reports relates to fiscal years 
ending between May 1, 1954 and April 30, 1955. The 
list of industrial and commercial companies included 
in the survey remains fairly stable from year to year. 

Significant accounting trends, as revealed in the 
reports of the selected companies, are the subject of 
extended comment in the text of the survey, supple- 
mented by numerous comparative tabulations. The 
task has been well performed. 

A contemporary business magazine (Management 
Methods, March 1956 issue) states: “Corporate financial 
reports are becoming increasingly streamlined and in- 
formative according to a survey of the annual reports 
of 600 typical corporations.” (The reference is to the 
AIA survey.) In support of this conclusion there are 
listed ten areas in which the publication notes signifi- 
cant trends toward greater uniformity or more com- 
plete disclosures of pertinent information. 

The first of these refers to the increase in the use of 
“single-step” income statements in which total ex- 
penditures are subtracted from total income to show 
net income. Here it is found that 41% of the survey re- 
ports now use this form as compared with only 21% 
when the survey began in 1946. What is not disclosed, 


however, is that in 1954, 16 companies adopted the 
single-step form of income statement and 11 companies 
abandoned it in favor of the multiple-step form. Thus 
the net gain of 5 during the period is less than 1% of 
the total. 

It should be emphasized that in four of the ten areas 
commented upon substantial progress has been made 
since the survey was undertaken more than nine years 
ago. Thus it is noted that: 

74% of the reports presented financial information 
on a comparative basis for more than one year com- 
pared with 41% in 1946; 

80% furnished additional financial information be- 
yond that included in the audited statements as against 
67% in 1950; 

79% used “income” or “earnings” to describe the 
income statement, with only 13% using the older term 
“profit and loss”; and 

56% used “retained earnings” or similar captions in 
comparison with 17% in 1948 before the Institute 
recommended the desirability of replacing the term 
“earned surplus.” 

In the remaining five categories (two of which are 
not significant) it is evident that anything approaching 
reasonable uniformity is a forlorn prospect. Only 37% 
present a combined statement of income and retained 
earnings, 20% have abandoned the title “balance 
sheet” for the more modern “financial position” or 
“financial condition,” and 41% used a caption such as 
“stockholders’ equity” in place of “capital stock and 
surplus.” 

The slow progress that has been made in the estab- 
lishment of definite standards by which published finan- 
cial statements can be measured is the subject of a 
forceful article in the January 1956 issue of Tue Ac- 
COUNTING Review by Howard C. Greer. Where does 
the fault lie? 

This reviewer believes that the major responsibility 
for slavish adherence to outmoded financial accounting 
practices rests in top management of publicly-owned 
companies. Individual whim, reluctance to discard 
traditional presentations, and plain lethargy are road- 
blocks sometimes encountered when the enlightened 
comptroller and the independent public accountant 
discuss improvements in financial reporting techniques 
with senior officers. 

After all, however, gradual progress is undoubtedly 
being made both as to improved form and nomenclature 
and more informative disclosures. The investing public 
collectively are receiving in general much more satis- 
factory financial information than ever before. About 
the only feasible way of accelerating the current rate 
of improvement seems to be the prescription of rigid 
financial reporting rules by governmental agencies— 
which Heaven and Howard Greer forbid! 

The American Institute of Accountants is to be com- 
mended for its annual presentation of this survey— 
which has proved to be so useful to financial officers, 
practicing accountants, teachers, and students. 

N. Loyatt McLaREN 
Partner 


Haskins & Sells, 
San Francisco 
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Proceedings of the Seventeenth Annual Institute on Ac- 
counting (Columbus: Bureau of Business Research, 
The Ohio State University, 1955, pp. 120). 


The Seventeenth Annual Institute on Accounting 
assembled on May 19, 1955, with 353 persons registered 
from 12 states, the District of Columbia, and British 
Columbia, roughly classified as follows: 


This meeting is the occasion taken by The Ohio 
State University Department of Accounting for an- 
nouncing its current election to the Accounting Hall of 
Fame: Percival F. Brundage, former senior partner of 
Price, Waterhouse & Co. and presently Director of the 
Federal Budget. 

Eight major addresses were delivered: 

Percival F. Brundage, “‘Federal Budget Procedures” 

Willard J. Graham, “Application of Declining- 

Amount Methods of Depreciation” 
C. R. Fay, “Developing Accounting Practices Among 
Executives” 

Frank W. Lennon, “Development of Internal Audit- 

ing” 
Philip Sporn, “Electric Power in Two Decades 
Ahead” 

T. T. Shaw, “Changes in Income Tax Accounting” 

John F. Costelloe, ‘Provisions of the Internal Rev- 
enue Code of 1954” 

Everett D. Reese, “A Banker’s Viewpoint of the 
Nation’s Economy” 

BRUNDAGE divides his discussion of federal budget 
procedures into three main areas: (1) preparation of 
the budget, (2) authorization of programs and obliga- 
tion of funds by the Congress, and (3) performance of 
the executive branch. He points out some of the factors 
which have influenced the budget under the Eisenhower 
administration, emphasizing the impact of NATO and 
the desire to get the Government out of activities which 
compete with private business. He is especially critical 
of the time and energy which department heads seem- 
ingly must spend in justifying their expenditure and 
revenue measures before the Congress. 

An interesting commentary by Brundage in his 
closing remarks implies that although government ex- 
penditures have been reduced, the world situation con- 
fronting the United States probably makes it impos- 
sible to cut them as drastically as he had hoped. Other 
newcomers to government service, after being exposed 
to the complexities of our governmental processes, have 
indicated similar thoughts. Perhaps this should be a 
sobering thought for those of us who are quick to criti- 
cize and at best are only partially informed 

GRAHAM’S summary remarks on declining-amount 
methods of depreciation make sound accounting sense. 
He emphasizes that such methods should be used only 
in the determination of taxable income, unless a proper 
allocation of facility cost to successive accounting 
periods results from their use. He further points out 
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that if some such method is sound accounting, then it 
should apply to properties acquired prior to 1954, as 
well as to those acquired subsequently. 

If declining-amount depreciation is sound in prin- 
ciple, Graham urges that a correction be made on the 
books for depreciation deficiencies on pre-1954 acquisi- 
tions. “‘The resulting charge to retained earnings or to 
income ‘below the line’ should be offset to the extent of 
about 50 per cent by the creation of a deferred charge 
in the nature of prepaid income tax.” In spite of this 
last proposal, the AJA Research Bulletin, and previous 
statements by others on the allocation of income taxes, 
a strong argument can be made that taxes on earnings 
are period charges, and therefore, the amount of the 
tax as computed in the return for the year should be the 
reported tax in the income statement. An explanatory 
footnote could be attached to the statement as deemed 
appropriate, but income tax expense, it can be reason- 
ably argued, is a definite and clear period charge. 

Fay admirably presents the problem of communi- 
cating with the nonaccounting executive about account- 
ing methods, reports, and possibilities in the area of 
planning and control. He suggests that an accountant 
needs to be a “technician, teacher, counselor, and 
psychologist,” and further points out the areas enu- 
merated above as those which deserve special attention 
in educating the executive. 

LENNON traces the development of internal auditing 
and discusses the function of the internal audit as well 
as the role of the internal auditor. He suggests a closer 
collaboration between the internal auditor and the 
public accountant, particularly in the area where each 
may bring to the project his own special knowledge and 
experience. 

Sporn points out the importance of electric power 
to economic progress and enters a special plea for ac- 
countants to assist in uncovering “the hidden facts” 
of subsidized power through figure analysis. 

SHaw and CosTELLoE review some of the changes in 
the 1954 Code and occasionally suggest answers to 
some of the unanswered questions raised by the Code. 
For example, Shaw criticizes the action of responsible 
members of the accounting profession who “initially 
took the position that taxpayers should not be required 
to place on their books expense reserves they were 
claiming for tax purposes.” He points out that the 
principle of section 462 is sound and challenges the ac- 
counting profession to new efforts to get some such pro- 
vision enacted into law for accounting reasons and not 
merely for purposes of new tax deductions. 

REESE outlines some of the recent economic develop- 
ments and discusses the role of the businessman in 
helping “‘to create a better understanding on the part 
of the masses of the people as to just why they do enjoy 
such a high standard of living.” 

The addresses were interesting and timely and rep- 
resent a substantial contribution to accounting liter- 
ature. 

A. W. PAtTRIcK 
Assistant Professor of Commerce 


University of Virginia 
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Epwarp J. Kexty, The Accounting Process (San Fran- 
cisco: Fearon Publishers, 1956, pp. xvi, 458, $6.00). 


Dean Kelly says his book is intended to substitute 
for the “mechanical, bookkeeping approach” a develop- 
ment of the concepts and assumptions underlying the 
preparation of financial statements. The result is a two- 
semester introductory college text with many details 
of bookkeeping procedure omitted. Also there are no 
references to payroll or income tax calculations. There 
is no explanation of reversing entries (in spite of the 
fact that one appears on page 97). There is no com- 
parison of perpetual and periodic inventory bases, but 
they are listed as alternatives on page 247. And there is 
no reference to the aging of receivables as an approach 
to bad debt estimation. 

Explicitly for the same reason, manufacturing 
“bookkeeping” and many details about partnership and 
corporation accounting do not appear. Nor are the 
common introductory accounting subjects of branch 
accounts, budgeting, and financial statement analysis 
to be found in this book. On the other hand, three 
chapters are given to subjects not commonly found: 
(1) the retail method of inventory valuation, (2) con- 
signments, and (3) installment sales. 

As a result of these departures from usual content, 
the text has been held to 316 pages (provocative ques- 
tions and adequate problems fill the remaining 134 
pages to the index). 

Th remaining subject matter is presented in a con- 
ventio.:al order. The first twelve chapters (intended for 
one semester) present the substance of the bookkeeping 
“cycle.” They are interspersed, of course, with the nec- 
essary definitions and include extended discussions 
on classification and measurement of revenue and ex- 
pense. 

Interesting features of these early chapters include a 
description of classes of “services” (assets and/or ex- 
penses); introduction of valuation accounts via contra 
revenues; presentation of alternative forms of financial 
statements with emphasis on points-of-view involved; 
extensive justification for conventional practices; and 
criteria for choosing between alternative methods. 
Mathematics is both strength and weakness. It is used 
to good effect in the early presentation of transactions 
“equations” and in a later algebraic explanation of 
work sheets. But its usefulness is exhausted before it is 
abandoned; one may wonder what is gained by stating 
A=L-+P as on page 13: 
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Other unnecessary complications in these chapters 
include three cash discount methods; four separate 
valuation accounts for returns, allowances, discounts, 
and uncollectibles; a questionable concept of valuation 
accounts for cash; and the discounting of drafts. 

The remaining fourteen chapters (intended for a 
second semester) continue the subject of income meas- 
urement and introduce new subjects. The first two of 
these, dealing with classification and correction of errors 
and with the time period distribution of revenue and 


expense, are in general excellent. Some readers may 
quarrel with the author’s avoidance of the all-inclusive 
income statement, and with his view that some costs 
and revenues can be “‘matched” only in the sense that 
they can be identified with the same “period.” 

The three chapters on inventory valuation and de. 
preciation methods are of fair quality. The whole 
chapter on retail method is so mechanical in nature as 
to be incompatible with the author’s avowed purpose; 
however the chapter is clearly written. Depreciation 
methods are effectively distinguished by graphic pres- 
entations. In these chapters preferences for cost-or- 
market and service-units methods are indicated. 

Special journals are covered with varying degrees of 
success in the next three chapters. A very excellent 
feature is a discussion of journalizing and posting 
short-cuts. Disappointing is a chapter consisting of two 
text-pages on invoice and voucher registers, in the 
latter of which debits are limited to merchandise pur- 
chases. 

The book virtually reaches its end with two excel- 
lent chapters on management classification of data on 
functional or departmental lines. Alternative bases for 
classification are noted; direct and indirect costs are 
defined; and a preference for ‘“‘contribution-approach” 
statements is indicated. 

As might be expected in a first printing of a new 
book, mechanicaferrors abound. The fifty or more errors 
in calculation, amount, cross-referencing, etc., that 
might confuse students will soon be removed. One 
might also hope that the more repetitive mathematical 
proofs or demonstrations might be left out so that the 
inherent strengths of subject matter selection and order 
might be emphasized. Already tabular and graphic il- 
lustrations are of a high quality; and the bulk of the 
text is “teachable” and “readable.” 

J. SCHRADER 
Assistant Professor of Accounting 
The Pennsyloania Siate University 


Joun J. W. Neuner and Utricn J. NEUNER, Account- 
ing Systems—Installation and Procedures, Second 
Edition (Scranton: International Textbook Com- 
pany, 1955, pp. x, 508, $7.50). 


This is a revision of the text of the same title pub- 
lished in 1949. The general organization «sed in the first 
edition has been retained, but with some changes in the 
sequence of materials and additional emphasis on the 
design and use of business forms and mechanization of 
accounting procedures. Some additions in the applied 
accounting systems section have also been made. 

Some of the earlier texts in this area of “systems” 
were essentially a compilation of the characteristics 
and accounting peculiarities of specific types of business 
enterprises. More recently books in the field have 
tended to deal more with fundamental objectives and 
methods of design and installation, a trend with which 
the reviewer is in accord. The present authors appar- 
ently have taken the position that both of these ap- 
proaches have merit, and have therefore covered prin- 
ciples and procedures in the first part of the book with 
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a final six chapters devoted to application to specific 
businesses. 

Part I, “Principles and Procedures of Accounting 
Systems Work,” includes fourteen chapters covering 
356 pages. The first chapter serves as an introduction 
to the field. Included is a list of seven “principles” un- 
derlying system installation work. To the reviewer 
these do not appear to be principles of systems work, 
but rather a list of the steps of the bookkeeping cycle in 
chronological sequence, with certain emphasis on inter- 
nal and external control. 

Chapter 2 is devoted to the nature and importance of 
business forms in accounting work. It includes basic 
principles of form construction and introduces the 
techniques of forms surveys and analyses. Chapters 3 
and 4 deal with the utilization of mechanical equipment 
in accounting, including punched-card accounting 
methods. 

The next two chapters illustrate most of the forms of 
journals, registers and ledger rulings, with concise ex- 
planations of their operation and purpose. Although 
these chapters serve a very useful purpose, the reviewer 
was disturbed by some of the statements found in this 
section. The classification of prepaid expenses outside 
the current asset section, and the inclusion of cash dis- 
counts as “other income” and “other deductions” re- 
spectively, with no comment as to alternative possi- 
bilities, may be irritating to some. 

In chapter 7 the several steps in systems design and 
installation are outlined and discussed. Although most 
people presumably would agree that the first step 
should be a preliminary survey of the business, one 
might question the sequence of the next four steps which 
are stated as follows: ‘‘(2) analysis of the forms, records, 
and procedures of the transactions of the business; (3) 
books of original entry—journals; (4) books of final 
entry—ledgers; (5) reports for executives from ac- 
counting records.” The reviewer, for one, would essen- 
tially reverse steps (2) through (5) in a systems assign- 
ment. 

The accounting and systems problems relating to 
certain basic procedures in accounting are presented in 
four chapters: purchases and inventories, payrolls, 
sales and cash. Throughout these and other chapters 
the authors rightfully emphasize the importance of 
developing an adequate system of internal control. 

Part II is devoted to “applied accounting systems 
and procedures,” one chapter dealing with mercantile 
firms, two with manufacturing concerns, two with serv- 
ice types of businesses, and the final chapter with 
“simplified systems” for retail and service businesses 
and for professional men. This latter chapter is devoted 
largely to a presentation of the “ready made” records 
that can be purchased for such small enterprises, con- 
sisting of columnar journals or registers, together with 
certain summary sheets in lieu of a formal ledger. Be- 
cause these ‘‘systems” are designed to be used by small 
firms who have no one trained in bookkeeping or ac- 
counting, they must be essentially self-explanatory to 
the uninitiated. One may question the desirability of 
including this material in a book on system design and 
installation. 
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The chapter on applied systems for mercantile 
firms deals with department stores, wholesalers, and 
chain stores. Chapter 16 is essentially an introduction 
to cost accounting, with an outline of the basic proce- 
dures for job order and for process cost systesm. Chapter 
17 is devoted to a brief description of the nature of, and 
the peculiar accounting problems arising in, five specific 
manufacturing businesses—soft drink bottlers, brew- 
ers, distillers, clothing manufacturers and magazine 
and newspaper publishers—a total of eight pages! 

Chapters 18 and 19 deal with special accounting 
problems of the service type of enterprise. Each of the 
following is discussed briefly: stock brokerage, com- 
mercial banks, insurance agency and brokerage firms, 
laundries, hotels, restaurants, real estate firms, coun- 
ties (as an example of municipal accounting), and 
motion pic.ure theatres. 

The text concludes with a very useful appendix 
giving a partial directory of systems information which 
is available from producers of accounting forms and 
equipment, trade associations, and from governmental 
regulatory bodies. 

Following each chapter is a series of questions for 
review, and also a group of problems which may be 
assigned to assist the student in developing and applying 
the principles and methods of systems work, including a 
term project. Both the questions and problems appear 
adequate and are well designed. 

Accounting Systems—lInstallation and Procedures 
continues as one of the few but much needed books in 
the field of system work. For those who desire a text 
presenting the principles and methods of system design 
and installation, combined with materials illustrating 
their application to particular businesses, the book 
should serve a useful purpose. 

GrorcE B. STENBERG 
Professor of Business 
San Francisco State College 


Harotp F. Craic, Administering a Conversion to Elec- 
tronic Accounting (Boston: Harvard Business School, 
1955, pp. 224, $2.50). 


This work is a study of personnel attitudes during 
the installation of a punched card system in a large 
insurance company. 

There is a brief description of the clerical operations 
in the company before and after the change. The author 
then outlines the change from an organization based 
largely on geographical divisions, with some special 
functions, to an organization strictly on functional lines. 
The conversion took four years, 1950-1953. The num- 
ber of clerks dropped from 539 to 406. The average 
weekly salary rose from $37 to $49. The volume of work 
processed remained about the same. Total cost, includ- 
ing equipment rental, rose slightly. 

However, more reports were available. Work was 
processed faster and more accurately. Also Craig esti- 
mates that as many as 100 clerks may have been elim- 
inated from field office operations. The primary “aim 
of the study was to gain knowledge and understanding 
of the impact of this technological change upon the 
human organization and to gain some insight into the 
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administrative skills which facilitate the introduction 
of such new procedures into medium and large-size 
organizations.”” The major part of the text deals with 
conferences and conversations among officials and 
with the author. Lengthy quotes appear. Some of the 
material is only distantly related to the conversion. As 
an example, there is an extended discussion of the 
problems which arise because some employees come to 
work late. 

The insurance company promoted on seniority where- 
ever it could. It was so careful of employee rights that 
it shaped its organization to fit their needs. For exam- 
ple, the study showed that six divisions was the best 
way to handle the work after the machines were in- 
stalled. Since there were seven managers in the old 
set-up, seven divisions were created in the new (later 
expanded to eight). 

Craig is impressed by the careful way the conversion 
was handled. Continual conferences, employee orienta- 
tion, assurances of wage maintenance, etc., win his 
praise. Three years were spent in testing and prepara- 
tion. As mentioned, four more were required to make 
the change. 

The result was a minimum of human friction. The 
new system works well and is liked by the employees. 

Craig’s study is particularly interesting because most 
books on the subject concentrate on the technical side 
of conversion. More work of this type will help us handle 
the heavy problems of conversion to electronic comput- 
ers, where the impact on employees is certain to be 
greater than that to punched cards, and where more 
facets of the organization will be affected. 

PAuL KrIRcHER 

University of California 

Los Angeles 


The Punched Card Annual, Volume IV, 1955-1956 
(Detroit: Punched Card Publishing Co., 1956, pp. 
189, $7.50). 


This is the fourth volume in a series ‘‘dedicated to the 
advancement of the science of tabulating systems.” 
The annual task of compiling a group of articles, all 
dealing with essentially the same subject, and a very 
specialized subject at that, must be a difficult one. 
Since tabulating machinery is now in such widespread 
use, one may never run out of materia], although there 
is great danger of being repetitious. The editors have 
tried to avoid this pitfall, but have not succeeded en- 
tirely. 

The material in this volume can be classified as 
follows: 


Number Number 
0 0 
Articles Pages 
a. Articles describing various 
companies’ punched-card ac- 
counting systems........... 30 109 
b. “News” articles on new 
equipment, forms, or stand- 
ard applications......... 24 21 
c. “News” articles on accessory 
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d. Technical articles or notes on 

tabulating short-cuts and ma- 

chine techniques........... 19 15 
e. Articles dealing with the gen- 

eral field of record-keeping 


and data-processing........ 5 25 
f. Sample survey of specific ap- 
plications in use, by industry 1 7 


The previous three volumes in this series were very 
similar in content, although there has been some at- 
tempt at variation by the inclusion of a “special fea- 
ture.” Volume I, for example, had an interesting article 
tracing the history and development of punched-card 
equipment. Volume III contained a nation-wide direc- 
tory of tabulating “experts” with their fields of com- 
petency. The “feature” of Volume IV is the last article 
listed above (item f), “Machine Accounting Fore- 
caster,”’ surveying specific applications in use. 

The Punched Card, in describing the latest in ma- 
chines, forms, and accessory equipment, provides a 
clearinghouse for information on new products in the 
field. To a great degree, however, this 1s overlapped by 
material published monthly in Office Management, 
Office Executive, The Office, and the house organs, 
Systems and Paperwork Simplification. Thus, by the 
time material appears in The Punched Card, it is no 
longer news, but it is in the category of reference ma- 
terial. 

Probably the most important contribution this pub- 
lication makes is the dissemination of technical material 
on machine techniques (item d, above). However, the 
editors, in realization that material of this nature has 
limited readership appeal, have assigned only a small 
part of their space to it. The few articles dealing with 
the field of data-processing in general have the highest 
interest-value of all. 

But by far the bulk of the material consists of de- 
scriptions of specific tabulating installations, and it is 
here that editorial discretion might improve the publi- 
cation. The machine applications described range from 
the brilliant to the tedious. 

Some of the applications described command one’s 
attention, even though (or perhaps, because) they re- 
late to problems outside one’s own experience. Exam- 
ples of some unusual systems are: 


Aircraft and flight-crew records 

Calculating crude-oil run tickets 

Library book control 

Radio communications accounting 

Mechanized rail-car reporting 

Narcotics control (appeared it a previous issue) 

Machine loading (previous issue) 

Statistics—research in a law-enforcement agency 
(previous issue) 


Unfortunately, most articles relate to everyday prob- 
lems, such as order-writing, invoicing, payroll, expense 
distribution, and so forth. While applications such as 
these do constitute the bulk of tabulating installations, 
for that very reason they are no longer news nor wal- 
rant writing up as such. 

If this were not a periodical, there could be justifi- 
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cation for inclusion of articles on “everyday” applica- 
tions. But it is hard to understand, for example, why 
the present volume should carry four articles on pay- 
roll systems, and five on billing, especially since previ- 
ous issues had eight articles describing payroll systems, 
and 27 on billing and orders. 

If the fact that there were three previous volumes 
could be overlooked, Volume IV fares much better 
standing alone. It presents a comprehensive survey of 
tabulating applications and the field of mechanized 
accounting in general. 

This represents an opportunity for one not versed in 
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machine accounting procedures to obtain a painless 
introduction to the field. For someone contemplating a 
tabulating installation, The Punched Card can be a 
morale builder, because it contains so many success 
stories. 

But if you already have Volumes I through III, 
there is a question whether Volume IV is worth the 
expenditure of $7.50. 

LESTER AGELOFF 
Certified Public Accountant 
Woonsocket, R. I. 


Auditing 


Jennte M. PALEN, Report Writing for Accountants 
(Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 
1955, pp. 602, $6.95). 


Audited statements result from the joint effort of 
both internal and external accountants. The former are 
part of management and are responsible for the initial 
preparation of the statements and supporting sched- 
ules and notes. The latter are independent public ac- 
countants retained by the owners of the enterprise to 
express their opinion as to the fairness of such state- 
ments in accordance with accepted principles of ac- 
counting after appropriate review and examination. 
In the course of such examination independent ac- 
countants frequently find it necessary to edit, change 
and at times take exception to the accounting prin- 
ciples or reporting standards on which the statements 
are based. In addition, the examination may reveal 
minor or major weaknesses in internal systems, meth- 
ods and procedures which should be brought to the 
attention of operating staff or top management, or 
both. How may this information best be presented and 
what additional data should be included in the auditor’s 
report to make it meaningful and helpful both to man- 
agement and third parties? 

Report Writing for Accountants addresses itself to 
this problem of the principles and techniques involved 
in preparing and reporting on financial statements. 
Chapters 1 and 2 cover briefly the responsibilities of the 
independent auditor and the uses and structure of the 
audit report. Chapters 3 through 15 are concerned with 
the conventional discussion of classification and valua- 
tion of the usual items included in the balance sheet 
and income statement. Of particular interest to the 
active practitioner, however, are chapters 16 through 19 
which are replete with carefully selected illustrations of 
the many different types of “long-form” audit reports. 
The form and content of these reports and comments 
contained therein are analyzed and critically appraised. 
Four chapters are devoted to the independent account- 
ant’s forinal opinion. Of special interest is the chapter 
concerned with “Disclaimer of Opinion.” The book 
continues with a discussion on techniques of report 
writing and closes most appropriately with a chapter on 
review, typing and delivery. 


This is an excellent work and should prove a most 
valuable reference source for accountants and others 
concerned with the preparation and audit of financial 
reports. 

B. BERNARD GREIDINGER 
Professor of Accounting 
New York University 
Graduate School of Business 


Artuur W. Hotmes, Auditing Principles and Pro- 
cedures, Fourth Edition (Homewood, Illinois: 
Richard D. Irwin, Inc., 1956, pp. xiv, 808, $6.50). 


The fourth edition of this well-known work, as were 
the earlier editions, is designed as a textbook in audit- 
ing at the undergraduate level. Like its predecessors it 
starts out with fundamental concepts and goes through 
the entire series of events up to and including the dis- 
cussion of the form and content of audit reports. Unlike 
its predecessors it contains a chapter covering a rela- 
tively recent addition to the area of activity of profes- 
sional accountants, namely management consulting 
services. 

Certain features of the work are admirable, par- 
ticularly the excellent interweaving of the internal con- 
trol questionnaire as it relates to the various phases of 
an audit. Three types of illustration are included in al- 
most every chapter, the internal control questionnaire, 
working papers appropriate to the subject matter of the 
chapter, and “cases” illustrating, for the most part, 
inadequate internal control. Some users of the text may 
wish the author had devoted some space to a full blown 
discussion of the internal control questionnaire as an 
auditing tool. Others may miss, particularly, comments 
upon the shortcomings of the “‘yes’”’-“‘no” form of ques- 
tionnaire with special reference to repeated use on the 
same engagement. 

The illustrative cases constitute an excellent peda- 
gogic device for driving home an understanding of what 
to look for in the various phases of an audit. Each 
chapter is folllwed by a series of questions and problems 
which account for 181 pages out of a total of 796. With 
rare exceptions the questions are excellent, from the 
point of view of requiring a student to think through 
what procedure should be followed in a given situation, 
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as well as why that procedure is the best of available 
alternatives. 

Following the pattern of the third edition the author 
is not hesitant in expressing his opinion in those areas 
where he has taken a firm position. As an instance may 
be cited his strong defense of the cost-or-market rule of 
inventory valuation. Throughout the text accounting 
theory is brought into the discussion, but is always 
subordinated to the primary objectives, auditing prin- 
ciples and procedures. 

Certain mechanical features of the book make it 
more readily usable than its predecessor editions, par- 
ticularly the variety of type styles and sizes, and the 
sectionalizing of the subject matter in chapters. There 
is also an improvement in the sequence of the first five 
chapters. 

The text is accompanied by an excellent set of audit 
working papers to enable the student to become familiar 
with what he will find to be a part of his daily work in 
professional accounting. 

Beginning on page 178 the author discusses testing 
and sampling. What is written had much better been 
omitted because the discussion ignores completely 
modern statistical sampling theory and contains state- 
ments about the characteristics of a sample which 
are not referred to any criteria by means of which the 
size of a proposed sample may be determined. “The 
audit program . . . is as follows:” appears on pages 182, 
184, 188, and 190. In each instance it is followed by 
one or more statements that a sample of “about 25 
per cent of the items” should be vouched. In no case is 
evidence offered to show why precisely a 25 per cent 
sample yields acceptable results. Would a smaller 
sample do just as well? Perhaps this situation does no 
more than emphasize the general weakness of the theo- 
retical foundations of the sampling procedures conven- 
tionally adopted by independent accountants in their 
capacity as auditors. 

The coverage of the details of an audit program, 
whatever the size of the engagement, is most complete 
from the point of view of the student. It might be ad- 
vantageous to have the things to be done in an audit 
program grouped with reference to checking of arith- 
metic, review of original documents, etc., rather than a 
seriatim listing such as is found, for example, on pages 
222, 223, 260 and 262-263, and near the beginning of 
almost all the chapters of the text. 

Throughout the work reference is made to auditing 
standards, including, of course, the 10 standards pro- 
posed by the American Institute of Accountants. To 
these ten the author has added an additional 25. It 
would be helpful to a reader to know from what source 
they come, who is responsible for them, and to have a 
discussion of their importance in an audit program. 

On balance, the excellent qualities of the work far 
outweigh their opposites, and any student of auditing 
principles and procedures will find this edition of 
Holmes’ a worthwhile addition to, his professional 
library. 

EpWARpD J. KELLY 
Dean, Schools of Accountancy 
and Management 

Golden Gate College, 

San Francisco 


ARNOLD W. JOHNSON, Principles of Auditing (New 
York: Rinehart & Company, Inc., 1955, pp. x, 400, 
$6.50). 


In the preface the author says that this text is in- 
tended to serve both the student and practitioner. It 
is directed to two groups of students, (1) those planning 
to enter the profession of public accounting, and (2) 
those desiring a general understanding of auditing as a 
background for future careers in business. It is also 
intended that the book will be (3) a guide for young ac- 
countants in practice as well as (4) a reference book for 
seasoned professional auditors. This seems to be an am- 
bitious undertaking to accomplish in a book of 400 
pages. 

The book is organized into eighteen chapters and 
two appendices. The first three chapters deal respec- 
tively with the general nature and objectives of auditing, 
elements in planning an audit (staff organization, work 
papers, etc.), and internal check and control. The spe- 
cific application of audit techniques, procedures and 
audit standards in the verification of the balance sheet 
and income statement, and the presentation of illus- 
trative work papers, are covered in the following eleven 
chapters (4-14). The next three chapters (15-17) deal 
with the preparation of audit reports. Chapter 16 em- 
phasizes standards of financial statement presentation 
while chapter 17 presents some illustrative short-form 
reports and a long-form report. Chapter 18, which is 
devoted to the application of statistical methods to 
auditing, was written by John Neter, Associate Pro- 
fessor of Business Statistics, University of Minnesota. 
An illustrative detailed audit program is included in 
the book as Appendix A, while a representative form 
of internal control questionnaire is presented in Appen- 
dix B. 

At the outset the author makes it clear that the 
financial statements being examined are the representa- 
tions of the client (pp. 4 & 10) and this matter receives 
further attention on p. 283—an important point on 
which students tend to be confused. 

Unlike some auditing texts, which resemble ency- 
clopedias of audit procedures, this book deals more 
with audit standards and objectives, as well as reasons 
for the application of certain procedures. This feature 
has enhanced its readability. At the same time, the 
reader gets a good idea of typical audit procedures and 
the elements of internal control by reference to Ap- 
pendices A and B. Good examples of audit working 
papers are presented throughout the book. Although 
the stated intention of the author is to emphasize 
“principles of auditing” rather than “principles of ac- 
counting,” he evidently could not resist occasional 
comments in the interest of sound accounting theory, 
such as on p. 168 (prepaid interest), p. 171 (unamor- 
tized bond discount), p. 239 (discount on capital stock), 
p. 252 (earned and realized income), and p. 209 (allow- 
ance for purchase discounts). 

The book is well supplied with footnote references to 
professional literature relating to such matters as audit 
standards, audit procedures and generally accepted 
accounting principles. A collateral reading list appears 
at the close of each chapter. Although the book does not 
include any questions or problems, the author has evi- 


to fil 
Inc., 
S 
(pp 
285), 
299) 
ture 
(Ch 
date 
cate: 
obta 
imp 
audi 
of tl 
lust: 
nat 
ing 
boo! 
on t 
| niti 
app 
por 
the 
reat 
sta 
bei 
aut 
wo) 
18¢ 
(PF 
de 
for 
res 
co 
ing 
} bu 
co 
be 
ca 
ca 
so 
ob 
| fa 
| b 
se 
to 
te 
Pp 
a 
Ww 
te 
} 


ov 


Book Reviews 


dently intended his separate Case Problems in Auditing 
to fill this gap (New York: Rinehart and Company, 
Inc., 1950, pp. x, 259). 

Such features as the discussions on pension liability 
(pp. 233-234), post balance sheet events (pp. 283, 284, 
285), the all-inclusive income statement (pp. 297, 298, 
299), footnote references to recent professional litera- 
ture and articles and statistical methods in auditing, 
(Chapter 18), all lend to the book a modern and up-to- 
date approach. On p. 341 (Chapter 18), Mr. Neter indi- 
cates that, “‘. . . the appropriate sampling plan may be 
obtained from prepared tables... .” Because of the 
importance and current interest in statistical methods in 
auditing, it would have been helpful if some examples 
of these prepared tables had been included, with an il- 
lustration of their application. 

Because of the importance of understanding the 
nature of audit evidence and the techniques of obtain- 
ing and evaluating such evidence, it appears that the 
book might well have had a chapter focusing specifically 
on this problem. Although the author gives some recog- 
nition to the field of internal auditing (pp. 53-54), it 
appears that further discussion on the nature and im- 
portance of this activity, as well as its relationship to 
the public accountant, might have added to the under- 
standing of the reader. 

There is one feature of the book which annoys the 
reader by giving him the impression that financial 
statements possess mathematical finality rather than 
being the product of judgment. This arises from the 
author’s continued use throughout the book of such 
words as “correct” and “incorrect” (pp. 5, 7, 9, 164, 
186, 218, 237, 251, 253, 295, and 318), “proper values” 
(pp. 191, 246), and “truth” (p. 271). On p. 204 the stu- 
dent may be momentarily saved when he reads “except 
for cash, the valuations of the assets of a balance sheet 
rest upon the factor of opinion.” The student may en- 
counter terminological difficulties in reading the follow- 
ing (p. 252): “Some expenses may have been recorded 
but not consumed. . . . Some expenses may have been 
consumed but not recorded... . Expenses may have 
been erroneously included in cost of sales.” Having 
cautioned the student to avoid use of the word “certifi- 
cate” (p. 271), the author uses th‘s term in presenting 
some illustrative audit reports (p. 308). These minor 
objectionable features are not intended to reflect un- 
favorably on the book as a whole. 

In appraising the book. in its entirety, one should go 
back to the fourfold purpose which it is intended to 
serve. Compromises are inevitable when one attempts 
to write for readers having different levels of interest, 
technical training, and background. For this reason, the 
book appears to fall short of the author’s objective in 
providing a reference book for seasoned professional 
auditors. On the other hand, its readability and modern 
approach are points in its favor. If used in conjunction 
with a book of questions, problems and case (practice- 
set) material, it has much in its favor as a text in a one- 
term course for students. 

Joun W. Sona 
Associate Professor of 
Business Administration 


University of Oregon 
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Howarp F. Auditing Principles (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc., 1956, pp. xvi, 
712, $9.00). 


This text is a synthesis of the author’s experience 
with a leading national firm of public accountants and 
as a teacher of auditing. His aim is to present the sub- 
ject matter as it would be seen through the eyes of a 
senior accountant who must have in mind his own im- 
mediate activities and responsibilities, the needs of his 
principal, and the purposes and techniques of the 
auditing steps to be carried out by the junior account- 
ants whom he is supervising. 

An introduction to auditing, including the content, 
purpose and significance of the auditor’s report, is 
presented (ch. 1). Independence and auditor’s legal 
liability are treated (ch. 2), the former topic being de- 
veloped by reference to the Institute’s rules of profes- 
sional conduct and the Securities and Exchange Com- 
mission Regulation S-X. In discussing the matter of 
auditor’s financial interest in client’s business (rule 
13), the following comment (pp. 21-22) is made, “The 
requirements are much less rigid when the statements 
are for credit purposes, and the investing public as a 
whole will not be involved.” It is difficult to see why 
the credit grantor should be expected to evaluate the 
independence and objectivity of the auditor. Also, it 
would appear impossible for the auditor to control the 
use of his report after he has released it to the client. 
Reference to and a brief discussion of leading cases 
would have made the material on accountants’ liability 
more ‘meaningful. 

The importance, nature, and evaluation of internal 
check and the topic of internal auditing are covered 
(ch. 3). Further discussion of the independent auditor’s 
use of the internal auditor’s work would have been 
helpful. 

Types of auditing evidence (physical and documen- 
tary) and classifications of documentary evidence and 
evaluation are discussed (ch. 4). In addition, the re- 
lated topics of materiality and relative risk are treated. 
Subject matter in general follows the author’s article, 
“Auditing Standards and Competence of Evidential 
Matter,” which appeared in Toe ACCOUNTING REVIEW 
of January 1954. The reader may become so engrossed 
in following the several classifications of documentary 
evidence that he will fail to grasp and retain the full im- 
portance of the evaluation of each. Documents origi- 
nating outside the client’s organization purportedly 
have a high degree of reliability, particularly when they 
are sent by the outsider to the auditor. Confirmations 
are discussed in this light and the comment (p. 60) 
is made, “The best indication of the validity of an ac- 
count is to have the debtor confirm in writing to the 
auditor the amount which the debtor owes to the 
auditor’s client.” In discussing alternative procedures 
to be applied when confirmation replies can not be ob- 
tained from certain debtors, the comment (p. 120) is 
made that “Reference to evidence of subsequent pay- 
ment of an account ordinarily constitutes the best in- 
dication of the validity of the account.” These two 
comments appear contradictory. 

Introductory technical phases of the auditor’s work 
are covered (ch. 5). Specimen adjusting and reclassifi- 
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cation entries and working balance sheet and income 
statement are included. The working tria] balance set 
up in classified statement form is an excellent technique 
to facilitate the preparation of formal statements. 

The examination of real and related nominal ac- 
counts and special aspects of revenue-income and costs- 
expenses are treated (ch. 6-15). A three-step plan of 
organization and presentation is followed in each 
chapter: first, the elements of good internal control; 
second, requirements and implications of minimum 
standards of financial statements presentation; and 
third, verification of statement amounts and procedures 
and theory underlying each. A narrative discussional 
type of presentation is used to develop procedures, 
rather than a long list of procedures for verification of 
the account. The author purposely omitted long lists 
of procedures because he feels that such lists may result 
in the notion that an audit is simply the performance of 
those procedures (pref. viii). However, the author dis- 
cusses (ch. 3) the use of internal control questionnaires 
and also includes (app. A) a fourteen page question- 
naire. Appropriate use is made of the Institute’s publi- 
cations, and portions of one or more Case Studies in 
Auditing Procedures along with specimen working 
papers are included at the end of each chapter. Problem 
material appears to have been satisfactorily selected; 
much of it is drawn from C.P.A. examinations. 

In order to emphasize the importance of confirma- 
tion of receivables and physical aspects of inventory 
verification, the McKesson & Robbins case is discussed 
and a long excerpt from the S.E.C. report thereon is 
included (app. B). 

The author has minimized the discussion of ac- 
counting theory; when he has discussed theory he has 
generally been to the point and adequate. However, 
some question may well be raised with respect to the 
author’s summary prediction (p. 219) of the eventual 
universal adoption of Lifo cost valuation of inventories 
for use in the determination of income and his conclusive 
statement (p. 325) as to the desirability of charging 
annual depreciation on replacement cost of fixed assets. 

Some other points of questionable propriety were 
observed in reviewing the remainder of the chapters in 
this group; however, only one point will be mentioned 
here. In developing the program for payroll tests (pp. 
519-520), no reference was made to the use of the em- 
ployment records. This procedure appears necessary in 


order to verify that an employee had been placed on the 
payroll and that his rate of pay is in accordance with 
pertinent approvals. 

After completing the coverage of the various ac. 
counts, certain miscellaneous audit matters are con- 
sidered, including such important topics as examination 
of journal vouchers, postings, minutes of stockholders 
and directors, and review of subsequent events. 

Standards of reporting (ch. 17-18) include both the 
short- and long-form reports. The important topics of 
disclaimers and qualifications are appropriately covered. 
Variations of the short-form report and principles of 
long-form preparation are adequately covered, and 
two long-form reports provide very good illustrations. 
The first is a well-written conventional type of long- 
form report and the second is a management-type of 
report. The latter will prove of interest to accounting 
firms attempting to reach beyond conventional report- 
ing. 

The appendix (pp. 649-702) includes reprints or ex- 
cerpts fron certain significant publications. The inclu- 
sion of this material makes it readily available for stu- 
dent use. The following materials are included: 


A. Internal control questionnaire from Case Studies 
in Internal Control No. 2 
. S.E.C. report on McKesson & Robbins 
. Extensions of Auditing Procedure 
. Rules of Professional Conduct 
. “Statistical Interpretation of Auditing Test 
Checks” 


Whether auditing standards and procedures are 
presented through the eyes of the senior accountant or 
the senior accounting major, these should be covered 
and presented in such a manner as to be understood by 
the reader. The author has done a generally good job 
of presenting auditing standards and procedures. If the 
instructor treats the text as a point of departure in 
teaching auditing, the items questioned by the re- 
viewer will give little trouble to the student. On the 
other hand, if an instructor adheres strictly to the text, 
some difficulty may be experienced with the items which 
disturbed this reviewer. 


Bruce FuTHEY 
Professor of Accounting 


New York University 


General 


Harry G. GuTHMANN AND HERBERT E. DovGaALtt, 
Cor porate Financial Policy, third edition (New York: 
Prentice-Hall, Inc., 1955, pp. xxvi, 766, $6.95 (text); 
$9.25 (trade). 

Teachers of corporation finance at all levels of col- 
lege training as well as those concerned directly with 
the problems of financial management in business will 
find the latest revised edition of Corporate Financial 
Policy a most challenging book. Within a single volume 
the authors have organized skillfully both historical and 


current financial practices found in a wide range of 
businesses, and they have presented extensive materials 
to reflect the thinking of the financial community on 
equally as wide a range of financial problems. 

There are quite a few major changes in the current 
edition. The chapters on common and preferred stock 
have been separated; the chapter dealing with capital 
structures has been improved; the chapters on working 
capital management and current financing have been 
expanded considerably; a separate chapter on inter- 
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mediate financing is included; and the chapter on reor- 
ganization has been reworked. 

At a first glance, one might conclude that continua- 
tion of the basic format used in the previous edition 
would allow small room for revision improvement. The 
traditional approach to corporation finance is used pre- 
dominately. However, considerable revisions through- 
out the text, as well as substantial expansion of those 
chapters dealing with internal financial management 
problems, are sufficient evidence to suggest some 
moderation in the thinking of the authors in their ap- 
proach to the subject. Greater emphasis has been 
placed on internal financing, but they have not adopted 
completely the financial management approach used 
by some of the other authors in the finance field. 

This moderation in approach to the subject has im- 
proved the versatility of the text from a pedagogical 
point of view. For those instructors desiring to offer a 
predominately descriptive course in finance, there are 
more than adequate materials to meet this objective. 
On the other hand, some supplemental materials are 
likely to be needed by those seeking to offer a com- 
pletely analytical course with emphasis on internal 
financial management. Recourse to accounting and 
other disciplines will be required to develop a detailed 
treatment of the tools of financial administration. For 
those instructors seeking to blend description and anal- 
ysis into their finance courses, this text seems ideally 
suited. 

With the tendency for accountants to find them- 
selves playing an increasingly important role in helping 
businessmen decide in matters of financial policy, it 
would seem warranted to suggest that they too would 
find this book most valuable as a ready reference in 
carrying out their professional responsibilities. The 
skill with which the technical aspects of securities, 
capital structures, dividends, mergers and taxation— 
to name a few—are integrated into overall financial 
policy, would seem of unusual interest to members of 
this profession. To cite an illustration, the impact of 
taxation upon financial policy is discussed repeatedly 
throughout the book, yet it is clear that taxation can- 
not be isolated from overall financial policy. For exam- 
ple, in contrasting preferred stock with bonds (p. 101) 
the significance of the tax advantage to bonds is made 
most clear. Yet, in the discussion of sales-leaseback 
financing (pp. 471-477) it is made equally clear that 
taxation is far down the list among those factors to be 
weighed in making a financial policy decision in cases 
of this kind. It is refreshing to find countless such illus- 
trations of sound judgment in integrating the many 
technical components of financial policy, throughout 
this book. 

There is no need to suggest possible minute criticisms 
of detail. This book is written and documented so well 
that it stands in a class by itself. Even those inclined 
to be most critical of texts in this field will find that, if 
for no other single reason, the comprehensive bibliog- 
raphy would justify the price of admission. 

Henry I. KEsTER 
Associate Professor of Finance 
University of Colorado 


Freperick C. Mrits, Statistical Methods, Third Edi- 
tion (New York: Henry Holt and Co. 1955, pp. 
xviii, 842, $6.95). 

The author has certainly achieved his basic objec- 
tives of making this text ‘‘a more effective instrument for 
instruction in the logic and methodology of modern 
statistics and a more useful handbook for the practicing 
statistician.”” Emphasis has been placed upon making 
the exposition intelligible and applicable for the non- 
mathematical reader. The practicing statistician may 
not only apply the methods demonstrated but also 
comprehend the underlying assumptions and limita- 
tions attached to these methods. The text runs the 
gamut of statistical techniques and applications of most 
standard texts and also takes into account the more 
important and recent applications of statistics in the 
social sciences, business administration and govern- 
mental affairs. 

The major change in organization from previous edi- 
tions is the early introduction of statistical inference— 
Chapter 6. This is the essence of modern statistics and 
offers the practitioner necessary discipline in the scien- 
tific method and experience in applied logic. The intro- 
ductory explanation gives the essential and basic un- 
derlying philosophy necessary to the non-mathematical 
reader for the understanding of the next two chapters, 
which treat in detail the problems of estimation and 
testing of hypotheses. 

The analysis of time series and index numbers, 
which are important in the understanding of business 
and economic forecasting and fluctuations, is thoroughly 
explained both as to methods of computation as well as 
uses in Chapters 11, 12, 13 and 14. It would have proved 
advantageous to the reader, however, had a single 
series been utilized in isolating the trend, seasonal, and 
cyclical pattern, rather than the use of three different 
series for the three topics. 

Linear correlation is covered in Chapter 9 and non- 
linear and multiple correlation are discussed in 
Chapters 17 and 18. It might have proved beneficial to 
the reader had the general topic of correlation been 
presented in one section for continuity, but as the 
author admits there is no one proper order for treat- 
ment of topics, and he leaves this to the discretion of 
the individual teacher. The author’s discussion and 
explanation of correlation are easily understood and 
readily applied. The clear exposition of the subject re- 
moves much of the stigma attached to the subject and 
makes it palatable and understandable for the student. 

The chi square distribution and its application for 
tests of independence, goodness of fit, homogeneity and 
other uses are thoroughly discussed in Chapter 15. 
Yate’s correction is discussed for the 2X2 contingency 
table but the author fails to note that the correction is 
sometimes of doubtfu! benefit and that it may also be 
applied when testing a sample proportion in relation to 
a population proportion. 

The analysis of variance, one of the more useful tools 
for the solution of a variety of practical problems, is 
covered in Chapter 16. Fisher’s Z and the F test are 
covered completely with problems illustrating their 
applications. The analysis of variance is applied subse- 
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quently in future chapters demonstrating its other ap- 
plications. This is one of the finest and most easily un- 
derstood treatments of this difficult part of statistics. 

The appendix forms an integral part of the text. 
It includes such things as the explanation of the Doo- 
little Method, asymptotic curves for application in 
trend analysis, derivations, and the more useful tables 
used in statistical analysis. 

Another outstanding feature of this text is the bibli- 
ography at the close of each chapter. It is complete and 
up to date. 

Professor Mills should be complimented for his con- 
tribution of a most useful text in the field of statistics. 
Though some may argue with the organization and 
treatment of certain subjects, the material is presented 
in a manner easily understood and enlightening; this 
will continue to be a text highly sought after by both 
practicing statistician and student. 

Scott Dayton’s A Manual of Problems in Statistics, 
Revised Edition (New York: Henry Holt and Company, 
1955, pp. 137), is a companion volume to Mill’s Sta- 
tistical Methods, 3rd edition. However it may be readily 
used in association with other standard texts in sta- 
tistics. The problems cover all phases of statistical 
analysis; they are short but illustrative. 

I. ABRAMOWITZ 
Assistant Professor of Commerce 
Universily of Wisconsin 


Ricuarp M. Snyper, Measuring Business Changes 
(New York: John Wiley & Sons, Inc., 1955, pp. 382, 
price $7.95). 


As our economy becomes more and more complex, 
few businesses can operate independently of ‘‘outside” 
developments. The quantity of outside data has grown 
tremendously. This handbook has been written for 
businessmen and for business advisors such as account- 
ants in order to acquaint them with selected data of 
this type. 

The volume is primarily a handbook of selected 
business indicators rather than of business statistics. 
The author provides a rather detailed description of the 
nature and composition, as well as uses and limitations, 
of a selected group of 50-odd of the more important 
such indicators. In this respect the book differs some- 
what from another book of a similar title, Measures of 
Business Change by Arthur H. Cole. The latter is more 
of a comprehensive catalog of business measures, con- 
taining sources of current and historical data with a 
short description of 449 series. 

The business indicators selected by Snyder are 
classified under nine headings: National Income and 
Product, Population, Labor: Employment and Earn- 
ings, Commodity Prices, Production and Business 
Activity, Construction Activity and Costs, Trade, 
Financial Activity, Stock Prices. Each of these sections 
is introduced briefly. Individuals not familiar with na- 
tional income accounting will benefit from the author’s 
introductory description of this area. 

A general outline is followed, in the main, for each 
indicator. A description of the indicator presents the 
high spots, including in some cases uses and limitations. 
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It is in the expansion of the material on uses and limita- 
tions that this reviewer believes the book would have 
even greater usefulness. The sources of current data are 
presented followed by the sources of historical data, 
Under the heading of “Composition” the author gives a 
more complete account of the indicator with a limited 
repetition of the preceding summary. Herein are in- 
cluded the indicator formula, weighting and adjustment 
of data, data gathering processes, and an explanation of 
revisions made in the series. Fitting the diverse indexes 
into this general outline makes for a convenient refer- 
ence work. 

Almost all of the major indexes have been revised 
during the past few years. The author has taken the 
opportunity to bridge these changes for the reader in a 
thoroughgoing manner. In this respect the handbook is 
excellent, both for those who are relatively unfamiliar 
with the available data, as well as those needing a con- 
venient reference for revisions of which they are aware. 

Written primarily for businessmen and non-statisti- 
cians, the book is presented in a clear easy-to-follow 
style. The handbook organization provides assistance 
in locating required information. This book should be a 
welcome addition to an accountant’s library especially 
in view of the continued demand for administrative 
services and managerial advice. 

James S. ScHINDLER 
Associate Professor of Accounting 
Washington University 


LLEWELLYN R. SnypER, Elements of Business Mathe- 
matics for Colleges (New York: McGraw-Hill Book 
Company, 1956, pp. x, 249, $3.75). 


This book is intended to provide a review and a basic 
knowledge of arithmetic computations and their ap- 
plication to selected types of business problems. The 
object is to provide an employable skill in the arithmetic 
required in business and in business courses. 

The text thus restricted to arithmetic does not at- 
tempt in any manner to deal with algebra, logarithms; 
compound interest formulas and their application, life 
insurance, etc. It is designed for those who have only a 
limited mathematical background and a limited amount 
of time to devote to the subject. 

Part I of the text, consisting of four chapters (127 
pages), is devoted to explanation and review of the 
fundamental processes of arithmetic. The selection of 
subject matter for this purpose is good, although opin- 
ions may differ as to the effectiveness of the methods of 
presentation used. Ample problems and drill materials 
are provided, and a student workbook closely parallel- 
ing the text exercises is also available. Problems have 
been selected throughout to illustrate typical situations 
in which the particular arithmetic processes are used. 

Students could normally be expected to have difficul- 
ties with the subjects of aliquot parts, ratio and pro- 
portion, and rate per cent. It is the reviewer’s opinion, 
however, that these sections of the text (pages 101 to 
121) could be simplified by a different order of presen- 
tation of subject matter, and by improved exposition 

and illustration. 

Part II of the text, consisting of five chapters (102 
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pages), is entitled “Applied Business Mathematics” 
and covers the following topics: 

Payroll computations, including payroll taxes and 
withholding, overtime, piece-rate computations, com- 
missions, account sales, account purchases. (Chapter 5) 

Trade discounts, cash discounts, mark-up, average 
inventory, and stock turnover. (Chapter 6) 

Simple interest, ordinary and exact, 6% method with 
explanation of adaptation to other rates, product (dollar 
days) method with procedure for adapting to any nor- 
mal rate, computation of effective rate of interest in 
installment buying and personal borrowing, bank dis- 
count and proceeds. (Chapter 7) 

Determination of net worth, distribution of owner- 
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ship, distribution of partnership profits, corporate 
ownership, common and preferred stock, dividends, 
trading on the equity. (Chapter 8) 

Financial statements, distribution of overhead, de- 
preciation (straight-line, declining balance and sum- 
of-the-years’-digits methods), sales taxes, property 
taxes (including determination of tax rate), fire insur- 
ance and coinsurance. (Chapter 9) 

These topics are all treated in an elementary manner 
and should, for the most part, be easily assimilated by the 
student. 

Cuar_es W. ALLISON 
Associate Professor of Accounting 
University of Utah 


Management 


Maset Newcomer, The Big Business Executive—The 
Factors That Made Him—1900-1950 (New York: 
Columbia University Press, 1955, 164 pages, $4.00). 


The last forty years or so have seen changes in the 
business and social structure of this country which are 
nothing less than revolutionary. The economic effects 
of this great managerial and social revolution have been 
well described. The quantitative mass social effects are 
also thoroughly documented. But this did not all happen 
by law, rule or regulation. It was put into effect by 
people, by individuals, and observers of the changes 
have long been curious about who these people really 
were, how they came to be where they finally arrived 
and what sort of backgrounds they had. I do not recol- 
lect any collection of biographical data such as Mabel 
Newcomer presents in The Big Business Executive. 

This is what we might call a qualitative and quanti- 
tative analysis of one of the most important types of 
men who were basically responsible for the conception 
and carrying-through of the managerial revolution of 
the first half of this century. The book is strictly factual. 
Without any expression of alarm, praise, approval or 
disapproval, executives from 1900 to 1950 are classified 
and analyzed by nationality, religion, politics, educa- 
tion, business experience and many other character- 
istics. 

It is interesting to check the observations of the 
small segment of business one man can know inti- 
mately with the broad view presented by the book. By 
and large, they tally well. 

The general impression that the business leader of 
today is an entirely different type of man from the 
founders of the great enterprises and industries is sub- 
stantiated by tables and statistics. As Dr. Newcomer 
says of the present day executive “He is a business ad- 
ministrator—a bureaucrat—with little experience out- 
side his own corporation.” The old type, creative, im- 
pulsive, ruthless, faithful to friends and rather unmind- 
ful of the public will not in the future get to the top in 
any established business and probably in very few new 
or developing ones. 

The results of the managerial revolution have sel- 
dom been better expressed than by Dr. Newcomer in 
her final chapter: 


“This professionalization of leadership is de- 
plored by many who fear that it might result in kill- 
ing innovation and risk taking; that big business 
might settle into well-worn grooves, and change and 
progress be stifled. But if the performance of big 
business in recent years is taken as a test of the 
ability of these leaders, they must be judged suc- 
cessful. Any loss in imagination and daring appears 
to be offset by a more scientific approach to the 
problems of production and by more planning and 
research. Also, it is always possible that some de- 
tachment from the profit motive may encourage risk 
taking, within limits—a calculated risk rather than a 
hunch. Detachment from immediate profit may 
also make the leaders more ready to consider the 
claims of labor, of the consumer, and even of that 
hard-to-define group, the general public. In short, 
it may result in maximization of production rather 
than profits.” 


This is also an answer, in part at least, to many 
critics of business of the new-deal or similar persuasions 
although Dr. Newcomer presents it merely as a con- 
clusion not only founded on but forced by the facts 
she presents. 

Of particular interest to accountants is Table 36 on 
page 87, showing the first full-time position held by 
the executives under examination. In the generation of 
1900, of 298 executives, none started as accountants. 
In the generation of 1925, accounting was represented 
by one out of 311, while in 1950, out of 830 executives, 
23 began as accountants. Out of all the different begin- 
ning occupations, accounting scored the largest propor- 
tionate increase, while a number of other beginning 
occupations showed substantial decreases, particularly 
those who began in independent busiiess or in clerical 
positions. 

The book deserves careful study by corporate ad- 
ministrators and lawyers, accountants and others who 
serve business professionally. It also has a great deal 
to say to educators. Dr. Newcomer’s analysis of the 
relation between education and executive advancement 
is keen and far reaching and leads to some conclusions 
which many observers of business will find rather sur- 
prising, particularly the relation between liberal arts 
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and technical training. 

Taken all-in-all, this is a splendid piece of work. The 
conclusions are based solidly on facts. The facts are 
presented fully and logically and the general impression 
is that the facts were arrived at first and the conclusions 
reached later. 

Mavrice E. PELOUBET 
Partner 

Pogson, Peloubet & Co. 

New York 


LyNDALL Urwick, Editor, The Golden Book of Manage- 
ment: An Historical Record of Seventy Pioneers 
(London: Newman Neame Limited, 1956, pp. 298, 
35s net). 


This is a volume of biographical sketches of manage- 
ment leaders who died prior to 1955, from Australia, 
Austria, Belgium, Brazil, France, Germany, Great 
Britain, Italy, Poland, Switzerland and the United 
States, and who made “original and permanent con- 
tributions to the modern body of knowledge about 
management.” Future volumes will cover the record 
of men and women still actively engaged in furthering 
management philosophy and technique. 

The Golden Book of Management is wide-ranging in 
historical perspective, providing many leads to re- 
searchers not only in management but also in account- 
ing, applied economics, engineering and statistics. 
Through description of the careers of sixty-nine men 
and one woman (American Mary Parker Follett, 1868- 
1933), the development of modern management is 
“traced to its present primary role in our society.” 
Tribute is paid to many pioneers, among them James 
Watt (1769-1848), who set up the management organi- 
zation to produce and market his father’s steam engine; 
Henri Fayol (1841-1925), often referred to as the out- 
standing example of Continental managerial talent; 
Ernst Streeruwitz (1874-1952), who introduced ration- 
alization in the Austrian Government; Walther Rathe- 
nau (1867-1922), who was assassinated for his far- 
sighted theories; Ernest Solvay (1838-1922), who laid 
the basis of modern Belgium productivity; Francesco 
Mauro (1887-1952), who was the founder of the con- 
temporary Italian management movement; and Elton 
Mayo (1880-1949), noted Harvard lecturer, who revolu- 
tionized our conceptions of why men like to work. The 
volume provides a summary of each individual’s con- 
tribution to his country’s or to the international man- 
agement movement, the main facts of his career, the 
titles of his most important publications, and a de- 
scription of his personal characteristics and a portrait. 

The reviewer questions the classification of certain 
persons in this volume as leaders in the American 
management movement. For instance, exception is 
taken to the inclusion of Louis Brandeis (1856-1941) 
and the exclusion of J. Lee Nicolson (1862-1924). 
Only one American accountant finds a place in Col. 
Urwick’s pages. This is James Oscar McKinsey (1889— 
1937), who focused attention on the importance of 
budgeting as a major instrument of management. 
McKinsey wrote the first standard work on budgeting in 


1922, but he always insisted that “‘the structure of a 
budget must reflect not an arbitrary grouping of the 
figures designed to accord with accounting conventions 
or convenience, but the actual responsibilities resting 
on individuals.” Thus his interest in budgeting led him 
directly to advocate sound organization planning as a 
basic element in the effectiveness of administration. He 
had a special facility for persuading top managements 
that the study of organization is not an academic amuse- 
ment but a real factor in the economy of day to day 
operations. Thus he brought many leading corporations 
to appreciate that executives and supervisors can per- 
form more effectively when they know what their re- 
sponsibilities are, have authority commensurate with 
them and understand clearly their relationships with 
those discharging other functions.” 

The Golden Book of Management indirectly empha- 
sizes that the role of accountants in the management 
movement, to date, has been of relatively small signifi- 
cance. Looking both backward and forward, one may 
hazard the guess that their future work will carry ac- 
countants more and more within the orbit of members 
of a group now loosely defined as “ihe management 
team.” The implication here is that accountants— 
C.P.A.’s in practice and in industry—must increasingly 
become acquainted with traditional and modern man- 
agement theory and procedure, and that University 
courses in the field of accounting more and more must 
emphasize accounting as a managerial tool. 

At the present time, American accountants are chal- 
lenged to maintain much closer contact than in the past 
with management organizations functioning in this 
country and overseas, and to learn to use the terms 
“automation,” “efficiency audit,” “linear program- 
ming” and “operations research” with facility. Even a 
cursory examination of accounting literature today indi- 
cates the increasing concern with every phase of man- 
agement. Economics abstracts prepared by New York 
University and management abstracts of the British 
Institute of Management provide easy access to im- 
portant developments in areas of theory and practice 
evolving into the specialized profession of management 
accounting. The International Register of Research in 
the Social Sciences (published by the Columbia Uni- 
versity Press for UNESCO) and the Jnternational 
Journal of Abstracts on Statistical Methods in Industry 
(published by the International Statistical Institute) 
are also recommended. 

Re-education and enlargement of horizons of practice 
may come hard for some professional accountants whose 
range, over the years, has been concentrated on annual 
audits and tax returns. It can be accomplished more 
smoothly if a start is made with Col. Urwick’s intro- 
duction to the life and work of seventy pioneers who 
created the new field of management, frequently in 
the face of strong opposition to the theories underlying 
scientifically motivated workers and scientifically man- 
aged plants. 

The Golden Book of Management has another indirect 
lesson for American accounting historians, urging them 
to make renewed effort to provide a similar record of 
outstanding accountants in this country and abroad. 
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To date little has been accomplished, but it is not too 
much to hope that the accounting profession in the 
near future will envisage the need for a throughgoing 
assessment of the accomplishments of pioneer practi- 
tioners. Such a work would not only pay tribute to what 
has been done in the past but encourage the rising gen- 
eration whose stimulus now is drawn largely from ac- 
counting principles rather than from the ideals of the 
men who made American accountancy. 

The record of the development of economic thought 
is preserved now in several studies such as, for example, 
in Professor Joseph A. Schumpeter’s monumental 
History of Economic Analysis (Oxford University Press 
1954), in Lord Keynes’ charming Essays in Biography 
(Horizon Press 1951), and in Professor Roy Harrod’s 
critique of a friend, Life of John Maynard Keynes 
(Macmillan 1952). Is economics more important to the 
commonweal than accountancy? Do economic histo- 
rians have more to relate than do accounting historians? 
Perhaps one should join with Bernard Shaw in his 
“Pygmalion” lament that all men and women (including 
accountants and economists) are not more alike! It is 
the wish of this reviewer that some publisher’s eye may 
alight on this paragraph, and the “green light” given 
to a volume similar to the one conceived and edited by 
Col. Urwick, only in this case it would cover account- 


ants in practice and in industry instead of management 
leaders. 

It is the reviewer’s opinion that the “remembrance of 
things past” in the accounting profession will come— 
but the day must be speeded as the American Institute 
of Accountants will celebrate its seventy-fifth anniver- 
sary in 1962. A special responsibility, therefore, accrues 
to the history committee of the Institute to prepare a 
volume comparable in excellence to the one written by 
The Institute of Chartered Accountants of Scotland to 
mark its centenary. The description of American pro- 
fession progress, from independent auditing to manage- 
ment specialism, must be written not by a professional 
journalist but by a professional historian who can, 
judiciously and impartially, relate the growth of pro- 
fessional accountancy from the days of the founding 
fathers to the present complexity and responsibility of 
the field. If this task can be accomplished with the 
qualities of historical range, professional knowledge and 
scholarly perspective with which Col. Urwick has en- 
dowed his volume, accountancy will acknowledge its 
debt to the past and clear the path for greater accom- 
plishment in the future. 

Mary E. Murray 

Los Angeles State College of Applied 

Arts and Sciences 
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The Informal 
PLACEMENT EXCHANGE 


of the American Accounting Association, 


TEACHERS interested in a new position, and SCHOOL AD- 
MINISTRATORS interested in obtaining new instructors are 
invited to use the services of the PLACEMENT EXCHANGE. 
Members, Associates, and Nonmembers may register for place- 
ment service. No fee. 


Registration Blanks May Be Obtained From the Office of: 


PROFESSOR ARNOLD W. JOHNSON 
Graduate School of Business Administration, New York University 
go Trinity Place, New York 6, N.Y. 


PLACEMENT INFORMATION 


"W ANTED”—" Accounting graduate with writing ability for 
home study educational institution in Midwest. Position includes 


assistance on text revisions plus other administrative functions. 
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